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IN THE 


United States Court o! Appeals 

fob the District of Columbia Circuit. 


No. 10094. 


SEABOARD REALTY, INC., Petitioner, 

v. 

DISTRICT OF COLUMBIA, Respondent. 


On Petition for Review of Decision of the Board of Tax 
Appeals for the District of Columbia. 


BRIEF FOR PETITIONER. 


JURISDICTIONAL STATEMENT. 

This is a petition for review (Joint App. 16-20) of a de¬ 
cision of the Board of Tax Appeals for the District of 
Columbia, entered on November 9, 1948, affirming assess¬ 
ment of additional income taxes against petitioner (Joint 
App. 16). This Court has jurisdiction by virtue of Section 
47-2404 of the District of Columbia Code (1940). The Board 
of Tax Appeals for the District of Columbia had juris- 
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diction to hear and determine petitioner’s appeal from the 
assessment by virtue of Section 47-2403, of the District of 
Columbia Code (1940). 

STATEMENT OF THE CASE. 

Petitioner is a Delaware corporation, chartered on De¬ 
cember 24, 1942 (Joint App. 2, 6, 17) and is engaged in 
business in the District of Columbia. It owns two apart¬ 
ment buildings and the land on which they are situated and 
its sole business is the operation of the apartment buildings 
(Joint App. 2, 6, 17). At the time of the incorporation of 
the petitoner there was another Delaware corporation 
named Seaboard Realty Company, which had been organ¬ 
ized in 1930 and which owned and operated the same apart¬ 
ment buildings (Joint App. 2, 6, 17). At all of the times 
material to the case the land and buildings had a fair 
market value of something over $300,000 (Joint App. 24). 
Pursuant to resolutions of the stockholders and directors 
of petitioner, passed December 30, 1942, petitioner issued 
$150,000 30 year 5 per cent debentures and 1000 shares of 
its capital stock without par value, being its entire stock 
issue, to Seaboard Realty Company for which it received 
all of that company’s assets, subject to its liabilities and 
at or about the same time and as part of the same trans¬ 
action Seaboard Realty Company was liquidated and its 
assets distributed to its stockholders who received the 
entire $150,000 debenture issue, retaining ownership 
thereof during the entire year 1943. 

The opening balance sheet of petitioner was the same as 
the closing balance sheet of Seaboard Realty Company, 
with the exception that the $150,000 debenture issue was 
carried as a liability and that there had been added to the 
assets $77,690.54 as u Excess Market Value of Assets”. 
The consequence of this addition of $77,690.54 was to re¬ 
duce to zero what would otherwise have been a capital 
deficiency, resulting from the addition of the $150,000 de¬ 
benture liability (Joint App. 18, 19). 
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The $72,309.46 surplus of the old company consisted of 
undistributed profits accumulated during the preceding 
period of about eight years (Joint App. 25). During 1943 
petitioner paid $7500 interest on the debentures and 
claimed the amount thereof as a deduction from its gross 
income, (Joint App. 16, 23, 24). The Assessor held that 
these payments were not ordinary and necessary expense 
within the meaning of Section 5(a) of the District of 
Columbia Income Tax Act of 1939, and on July 15, 1948 
made a deficiency assessment of $375 against petitioner 
(Joint App. 9). On August 6, 1948, petitioner paid the 
amount of this assessment, with interest amounting to 
$195.21, a total of $570.21, under protest in writing, and on 
August 13,1948 it petitioned the Board of Tax Appeals for 
cancellation of the assessment and refund of the tax. 

Each of the debentures was issued in accordance with 
the authorization above referred to and designated on its 
face as, a ‘‘Five Per Centum Thirty Year Debenture ,, , 
maturing December 31, 1972. Each debenture states that 
petitioner for value received promises to pay to bearer or, 
if registered, to the registered holder thereof, the sum of 
$1000 in money on the 31st day of December 1972 unless 
previously redeemed and that petitioner agrees to pay in¬ 
terest thereon semi-annually at the rate of 5 per centum 
per annum and until the principal amount is paid. Each 
debenture is freely transferrable at the option of the 
holder. Each may be redeemed by petitioner on any in¬ 
terest date upon payment of the principal and interest to 
date accrued, and a premium of 5 per cent thereon if all be 
redeemed and five may be redeemed on designated interest 
dates in designated priorities. Each provides that in case 
of default in payment of interest on five consecutive in¬ 
terest dates, the principal becomes due and payable on 
notice and demand of the holder. Upon such demand made 
by any holder, all become due and payable and the property 
of the corporation may be sold and the proceeds applied 
to the payment of the principal and accrued interest. Each 
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provides that all rights thereunder shall be secondary to 
the rights of general creditors of petitioner (Joint App. 
Ex. 2,V. 33) 

STATEMENT OF POINTS ON REVIEW. 

1. The Board of Tax Appeals erred in affirming the addi¬ 
tional assessment of income tax against petitioner, Sea¬ 
board Realty, Inc., for the calendar year 1943. 

2. The Board of Tax Appeals erred in concluding as a 
matter of law that the interest on the debentures, paid by 
petitioner during 1943, was not deductible from its gross 
income under the provisions of Section 5 (a) of the District 
of Columbia Revenue Act of 1939 (D. C. Code 1940, Title 
47-1505(a) ). 

3. The Board of Tax Appeals erred in finding as a fact 
that the only purpose of the inter-company transaction be¬ 
tween Seaboard Realty Company and petitioner, part of 
which consisted of the issuance by petitioner of the deben¬ 
tures, was to permit petitioner to pay interest on the deben¬ 
tures to its stockholders, and deduct the amount thereof 
from its gross income, in lieu of paying dividends on its 
stock. 

• ••••••••• 


STATUTE INVOLVED. 

Section 5(a) District of Columbia Revenue Act of 1939, 
53 Stat. 1089, ch. 367, Title II, #5 (D. C. Code 1940, Title 
47-1505(a)(2)). 

“Deductions from gross income. 

(a) Items of deduction —In computing net income there 
shall be allowed as deductions : 

(2) Interest —All interest paid or accrued within the tax¬ 
able year on indebtedness.’’ 
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SUMMARY OF ARGUMENT. 

Since the sole question for determination is the deducti-. 
bility of the interest paid, petitioner’s argument directed 
to that question may be summarized as follows: 

(1) The debentures created, between the holders thereof 
and petitioner, the relationship of debtor and creditor. 

(2) Since the debentures represent an indebtedness of 
petitioner, the interest paid thereon is deductible. 

(3) It is immaterial that the main motive of petitioner 
may have been to achieve a tax advantage. 

ARGUMENT. 

L 

The Debentures Created, Between the Holders Thereof and 

Petitioner, the Relationship of Debtor and Creditor. 

In determining whether certificates issued by a corporate 
taxpayer created an indebtedness or are capital stock and 
whether payments thereon are interest or dividends, the 
cases have developed criterea which are used as a basis for 
the determination. Some of the factors relied upon are: 
The name given the instrument, the presence or absence of 
fixed maturity date, whether annual payments are depen¬ 
dent upon earnings, the right to enforce the payment of 
principal and interest, status equal to or inferior to that 
of regular corporate creditors, and whether the instrument 
carrys with it any right to participate in management 
None of the factors is necessarily controlling. In some 
cases one factor or another is said to be decisive and in 
other cases the determination is predicated upon a com¬ 
bination of them. 

It is well settled that the name given to the instrument 
is not conclusive, but it cannot be ignored. Together with 



6 


other evidence it may be persuasive, Commissioner v. 
Proctor Shop Inc., 82 F. (2d) 792. In this case the security 
is labeled “Five Per Centum Thirty Year Debenture” and 
words common to an evidence of indebtedness are used 
throughout. Each debenture contains an unconditional 
“promise to pay” “One Thousand Dollars” on a due date, 
and to “pay” “interest” at a designated rate payable 
semi-annually. No limitations on the right to enforce col¬ 
lection in the event of default are contained therein. There 
can be no question that the nomenclature employed is con¬ 
sonant with the terms of an evidence of indebtedness. 

The amount to be paid is fixed and certain and a definite 
fixed maturitv date is set forth in the debentures. The 

•> m 

payments of interest are fixed, and are not dependent on 
earnings. In Commissioner v. O.P.P. Holding Corporation, 
76 F. (2d) 11, the instrument contained a provision per¬ 
mitting the corporation at its option to suspend or defer 
the payment of interest, but this suspension of payment did 
not relieve the corporation of its obligation to pay the sum 
at some future time. The cumulative interest could be col¬ 
lected, together with the principal, at the maturity date 
from the corpus of the debtor’s property. The Court there 
held that the securities were evidence of indebtedness and 
interest paid, deductible. In Commissioner v. H. P. Hood 
<£ Sons, Inc., 141 F. (2d) 467, while interest was payable 
“only out of and to the extent of the net earnings of the 
Company”, it was cumulative and payable absolutely at 
the date of maturity or call, irrespective of the earnings of 
the Company. In that case the certificates were held to be 
evidences of indebtedness and the interest deductible. In 
the instant case there is no limitation upon the source of 
the interest and while interest could be deferred for less 
than five consecutive interest dates without creating a de¬ 
fault, the interest is cumulative and payable in any event. 

In Talbot Mills v. Commissioner of Internal Revenue, 
146 F. (2d) 809, in which the Circuit Court of Appeals for 
the First Circuit in affirming the decision of the Tax Court 
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that certificates therein involved were not evidences of in¬ 
debtedness and interest paid thereon was not deductible, 
distinguished the facts in that case from those in Commis¬ 
sioner v. H. P. Hood <£ Sons, Inc., supra, the Court stating: 

“There the taxpayer bound itself to pay on the 
maturity date ‘the face amount of the instrument to¬ 
gether with “all accumulated and/or accrued and un¬ 
paid interest” at the designated rate’ of 7%. The 
taxpayer in the present case has not contracted to pay 
a fixed rate of interest regardless of whether or not its 
net earnings are sufficient. The payment of interest is 
deferrable as in the Hood case, and in addition to that 
the rate itself is a variable rate ranging from 2% to 
10% depending upon earnings, and is determined at 
the end of the fiscal year. The rate is thus not fixed in 
advance and until fixed it is contingent. ‘Stockholders 
have no absolute right to dividends until they are de¬ 
clared. A creditor has a right to his interest in any 
event.’ . The notes authorize the Di¬ 

rectors to suspend the payment of interest when the 
needs of the business require such action. No 
provision is made for interest to be paid on such 
suspended payments, and they are subjected to the 
risks of the enterprise.” 

This case was affirmed by the Supreme Court of the United 
States at 326 U.S. 521, the Court holding that since there 
was evidence upon which the Tax Court could have con¬ 
cluded that the instruments did not create evidences of 
indebtedness, the decision of the Tax Court under the rule 
of Dobson v. Commissioner, 320 U.S. 489, should be 
affirmed. 

The debentures in the instant case contain no limitation 
upon the right to enforce the payment of principal and 
interest and it has been held that the most significant, if 
not the essential, feature of a debtor and creditor as 
opposed to a stockholder relationship is the existence of a 
fixed maturity for the principal sum of the certificates with 
the right to enforce payment of such sum as a debt in the 
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event of default. Commissioner v. O.P.P. Holding Corpo¬ 
ration, supra. 

In Commissioner v. H. P. Hood <& Sons, supra, at page 
470, the Court said: 

“This Court pointed out in Haffenreffer Brewing 
Co. v. Commissioner, 1 Cir., 1940, 116 F. 2d 465, 468, 
certiorari denied 1941, 313 U.S. 567, 61 S. Ct. 942, 85 
L. cd. 1526, that the essential feature of the debtor- 
creditor relation is the presence of a fixed maturity 
date at which time the holder can demand payment 
whether or not there are net earnings. The vital fac¬ 
tor in the present case is that the taxpayer bound 
itself to pay on a fixed and certain date the face 
amount of the instrument together -with ‘all accumu¬ 
lated and/or accrued and unpaid interest’ at the des¬ 
ignated rate. Although the annual return on the in¬ 
struments was payable ‘only out of and to the extent 
of the net earnings’ that proprietary feature is subor¬ 
dinate to the indebtedness feature calling for payment 
of all accumulated unpaid interest on the due date 
‘whether or not the net earnings of the company are 
sufficient for such payment’. Since a debenture could 
very well call for no current annual payment of in¬ 
terest at all and provide that cumulative annual in¬ 
terest be paid only at maturity, the additional feature 
that interest be paid annually to the extent of the 
available net earnings does not prevent the instrument 
from being a debenture. Cf, Commissioner v. O.P.P. 
Holding Corp., 2 Cir., 1935, 76 F. 2d 11.” 

It has been consistently held that the provisions making 
holders of debentures such as those in the present case 
subject to the rights of the general creditors of the corpo¬ 
ration does not of itself change their essential nature from 
that of evidences of indebtedness to something else. In 
Commissioner v. O.P.P. Holding Corporation, supra, at 
page 12, the Court said: 

“We did not think it fatal to the debenture holder’s 
status as a creditor that his claim is subordinated to 
those of general creditors. The fact that ultimately 
he must be paid a definite sum at a fixed time marks 
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liis relationship to the corporation as that of creditor 
rather than shareholder. The final criterion between 
creditor and shareholder we believe to be the contin¬ 
gency of payment.’’ 

In John Kelley Company, 1 T.C. 457, in -which the facts 
are substantially similar to those here presented, the Tax 
Court held that the certificates were evidence of indebted¬ 
ness and that the interest paid thereon was deductible. 
This decision was reversed by the Circuit Court of 
Appeals, 146 F. (2d) 466. On certiorari, the Supreme 
Court reversed, 326 TJ.S. 521, holding that the indicia of 
indebtedness of the certificates supported the Tax Court’s 
conclusion that the annual payments made were interest 
on indebtedness and under the rule of Dobson v. Commis¬ 
sioner, 320 U.S. 489, the Court of Appeals should not have 
disturbed the holding of the Tax Court. 

The facts in the case of Swoby Corporation, 9 T.C. 887, 
which appears to form the basis of the Board of Tax 
Appeals decision, are materially different from the facts 
in the instant case. There the interest was payable “as 
and to the extent that there are net earnings available for 
the payment of interest as determined by the Directors”. 
In its decision the Tax Court, apparently relying upon 
what appears to be casual language used by the Supreme 
Court in John Kelley Company v. Commissioner, supra, 
added two additional criteria for the determination of 
whether the certificates were evidences of indebtedness or 
of proprietary interest. They are, first, that to the require¬ 
ment of a definite maturity date there must be added the 
requirement that the maturity date be in the “reasonable 
future” and pointed out that the debentures in the Swoby 
case were payable ninety-nine years after date while the 
principal asset of the issuing corporation was a building 
having an anticipated life span of less than thirty-three 
years; and secondly, that there was an “obviously exces¬ 
sive debt structure” in comparison to the capital structure 
in that the capitalization provided for Two Hundred Dol- 
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lars ($200.00) worth of common stock and debentures of 
Two Hundred Fifty Thousand Dollars ($250,000.00). 

If the Kelley case is interpreted as establishing these 
requirements as criteria in the determination of the ques¬ 
tion involved, it is sufficient to point out that the indebted¬ 
ness in the present case has “a definite maturity date in the 
reasonable future”, namely thirty years after date of issue. 
In the Kelley case the bonds were payable twenty years 
after date of issue. The capitalization of the petitioner pro¬ 
vides for one thousand shares of common stock of no par 
value and $150,000 debenture bonds; the assets of the com¬ 
pany being land and buildings having a fair value of more 
than Three Hundred Thousand Dollars ($300,000.00), 
clearly not an * ‘obviously excessive debt structure”. 


n. 

Since the Debentures Represent an Indebtedness of Peti¬ 
tioner the Interest Paid Thereon is Deductible. 

The Board of Tax Appeals in its memorandum concluded 
that the interest paid by petitioner on its debentures dur¬ 
ing the year 1043 was not allowable as a deduction under 
Section 5(a) of the District of Columbia Income Tax Act of 
1939 (D. C. Code 1940, section 47-1505-a) which provides, 
among other things, that there shall be allowed as deduc¬ 
tions “all interest paid or accrued within the taxable year 
on indebtedness”. Since the debentures in the present case, 
when measured by the requirements of instruments which 
create indebtedness and the consequent relationship of 
debtor and creditor and not a stockholder relationship, are 
clearly evidences of indebtedness, it is difficult to under¬ 
stand the reasoning of the Board in concluding that the in¬ 
terest paid was not “interest paid—on indebtedness”. 
When the debentures were issued a clear liability on the 
part of petitioner to pay the principal sum plus interest 
arose. The District of Columbia Income Tax Act of 1939 
does not define the word “interest”. It is well settled that 
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the terms in a taxing statute must be given their usual and 
every day meaning. Interest paid on an indebtedness cre¬ 
ated by gift is none the less interest paid on indebtedness 
and is deductible. In Preston v. Commissioner of Internal 
Revenue, 132 F. (2d) 763, 765, the Court said: 

“The words ‘interest on indebtedness’ should be ac¬ 
corded their usual, ordinary and every day meaning. 
See Old Colony R. Co. v. Commissioner, 284 U. S. 552, 
561, 52 S. Ct. 211, 76 L. Ed. 484; Deputy v. DuPont, 308 
U. S. 488, 498, 60 S. Ct. 363, 84 L. Ed. 416. We think 
that the ordinary businessman would consider an en- 
forcible obligation to pay money on demand at a fixed 
future date as an * indebtedness’ whether the obliga¬ 
tions were created in exchange for a valuable consider¬ 
ation or gratuitously, and that periodic payments 
agreed to be paid as interest thereon are properly de¬ 
scribed in common parlance as payments of ‘interest 
on indebtedness 

Of course, the lending of money is not the only way an 
indebtedness may arise upon which interest is to be paid. 
Thus upon the sale of goods the buyer may agree to pay 
part of the purchase price in deferred installments and may 
agree to pay interest on such unpaid installments. This 
would clearly create an indebtedness and the payments of 
interest made thereon be deductible under Section 5 (a). 
In the instant case petitioner purchased the assets of Sea¬ 
board Realty Company and in payment of those assets is¬ 
sued its capital stock and debentures. The debentures were 
written evidence of the indebtedness of petitioner for the 
deferred installment of the purchase price. Seaboard 
Realty Company could have demanded all stock or stock 
and cash in payment for its assets. It chose, as it had the 
right to do, to receive stock as part payment of the purchase 
price and the written enforcible promise of petitioner in 
the form of debentures to pay the balance in money. 

The Tax Court in Clyde Bacon, Inc. v. Commissioner of 
Internal Revenue, 4 T. C. 1107, recognized this right, say¬ 
ing: 
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“At the formation of the corporation there was no 
obligation on the petitioner to issue any definite 
amount of stock in exchange for the assets received. 
It had the privilege of determining the character and 
amount of its securities so exchanged if they were satis¬ 
factory to the recipient. The petitioner had the right 
to replace the stock interest with an evidence of in¬ 
debtedness, if it so desired. Commissioner v. H. P. 
Hood <£ Sons, supra,” 


m. 

It is Immaterial that the Main Motive of Petitioner May 
Have Been to Achieve a Tax Advantage. 

It was perfectly proper for petitioner to cast the pur¬ 
chase price paid by it in the form which resulted in the 
greatest tax saving to it and the fact that this may have 
been the main reason for the issuance of the debentures 
does not prevent deductibility of the interest paid under 
Section 5(a). In Commissioner v. H. P. Hood & Sons, Inc., 
supra . at page 471, the Court said: 

“The Tax Court found that although tax saving may 
have been one of the considerations it was not the sole 
consideration for the issue of these debentures to re¬ 
place the preferred stock. At any rate, there is noth¬ 
ing to prevent this taxpayer from replacing an instru¬ 
ment which rests on one side of the line separating 
indebtedness from proprietorship with one which rests 
on the other side of the line. John Kelley Company v. 
Commissioner, supra. As Mr. Justice Holmes has 
said: ‘We do not speak of evasion, because, when the 
law draws a line, a case is on one side of it or the 
other, and if on the safe side is none the worse legally 
that a party has availed himself to the full of what the 
law permits’. Bullen v. Wisconsin, 1916, 240 U. S. 625, 
631, 36 S. Ct. 473, 474, 60 L. Ed. 830.” 

In a strong dissenting opinion in Talbot Mills v. Commis¬ 
sioner of Internal Revenue, 146 F. (2d) 809, 813, Circuit 
Judge Magruder had this to say: 
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“And so, it is possible for a corporation to create an 
‘indebtedness’, within the meaning of section 23(b), by 
an agreement under which the corporation redeems 
some of its stock at par, and instead of paying cash 
therefor gives to the surrendering shareholders inter¬ 
est-bearing notes for the redemption price. The ex¬ 
change of stock for notes would give rise to an ‘indebt¬ 
edness’, even though no new capital were thereby 
brought into the corporation. 

“The result would be no different if we assume that 
the main motive for the recapitalization was to achieve 
a tax advantage. Commissioner of Internal Revenue 
v. H. P. Hood & Sons, Inc., 1 Cir., 1944, 141 F. 2d 467, 
471. To test this, suppose that, at the organization of 
the corporation, the fifteen individuals who were to 
put up the money had considered the alternatives of 
having the corporation issue to them 5,000 shares of 
stock at $100 a share, or 1,000 shares of stock and or¬ 
dinary interest-bearing notes in an amount of $400,000; 
and had decided on the latter course in order to give the 
corporation the advantage of the interest deduction un¬ 
der section 23(b). This advantage would have been 
achieved had they chosen the second alternative at the 
outset. Yet the proportionate voting control of the 
original shareholders would have been the same either 
way, and their returns in the aggregate might have 
been the same either way—under the first alternative 
received solely as dividends, under the second partly 
in the form of dividends and partly as interest. If in¬ 
terest deductibility could be achieved by an original 
capitalization as above supposed, it could equally well 
be achieved by a subsequent recapitalization along the 
same lines. 

“Therefore, I think we should lay aside as irrelevant 
two points stressed in the opinion of the Tax Court: 
(1) ‘The factor of tax avoidance loomed large in the 
minds of the parties by their own admission, and in¬ 
deed it appears to have been the only substantial pur¬ 
pose motivating the transaction’; and (2) ‘Each share¬ 
holder retained the precise voice in the management 
which he had prior to the transaction. He retained the 
same right to participate in the profits of the business; 
what he did not receive by way of interest he would 
take by way of dividends on his remaining stock’. 
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1 ‘Whether the registered notes are to be classified as 
evidences of indebtedness depends upon an analysis 
of their substantive provisions, not upon who holds 
them. It is not suggested that the notes are a sham, 
that is, that they do not embody the real understanding 
of the parties to the transactions. If the notes would 
have been evidences of indebtedness in the hands of 
outsiders, they are equally so in the hands of the group 
who also hold the outstanding stock. And if the notes 
would have been evidences of indebtedness had some 
of the original shareholders surrendered all their 
shares of stock in exchange for the notes, they cannot 
be anything different merely because each of the origi¬ 
nal shareholders surrendered four-fifths of his shares 
in exchange for a proportionate part of the notes, 
thereby leaving unaffected the relative voting control.’ ’ 

The reliance by the Board of Tax Appeals in its opinion 
upon the principal announced in Gregory v. Helvering, 293 
U. S. 465, as being decisive of this issue, is effectively an¬ 
swered by the Supreme Court in John Kelley Company v. 
Commissioner of Internal Revenue, supra. In that case 
there was a corporate reorganization. Debentures were is¬ 
sued only to shareholders of the taxpayer but were assign¬ 
able. Other features of the debentures are similar to those 
in the present case. The Supreme Court said: 

“There is not present in either situation (the Kelley 
case or the Talbot Mills case decided with the Kelley 
case), the wholly useless temporary compliance with 
statutory literalness which this Court condemned as 
futile, as a matter of law, in Gregory v. Helvering, 293 
U. S. 465, 79 L. Ed. 596, 55 S. Ct. 266, 97 ALR 1355. 
The demonstrated possibility of sale by the holders of 
the obligations to persons other than stockholders 
alone proves the differentiation.’* 
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CONCLUSION. 

The interest paid by petitioner in 1943 was interest paid 
on a lawful indebtedness created by the issuance of the de¬ 
bentures, and was deductible under Title 47-1505(a)(2), 
D. C. Code 1940. The conclusion to the contrary reached 
by the Board of Tax Appeals is not in accordance with law 
and should be reversed. 

Respectfully, 

Frederick Stohlman, 

George A. Cassidy, Jr., 

Attorneys for Petitioner. 
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No. 10094. 


SEABOARD REALTY, INC., Petitioner, 


v. 

DISTRICT OF COLUMBIA, Respondent . 


On Petition for Review of Decision of the Board of Tax 
Appeals for the District of Columbia. 


JOINT APPENDIX. 


I. PLEADINGS, DOCKET ENTRIES AND OTHER 

PAPERS. 

1 Filed Aug 13 1948 

Petition 

The above-named taxpayer petitions for a cancellation of 
an assessment of income tax and interest against it, and for 
a refund thereof for the year 1943, in the sum of $375.00, 
together with interest thereon in the sum of $191.25, and 
alleges, as follows: 
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(1) Petitioner is a corporation organized and existing 
under the laws of the State of Delaware, doing business in 
the District of Columbia. 

(2) The tax in controversy is income tax for the year 
1943 in the principal sum of $375.00, and interest thereon 
in the sum of $191.25, a total of $566.25, assessed July 15, 
1948, and paid August 6, 1948, all of which is in contro¬ 
versy. 

(3) The Administrator, Income Tax Division, assessed 
the tax after informal hearing, without formal protest by 
taxpayer. The tax was paid under protest in writing on 
August 6, 1948, Exhibit A, attached. 

(4) The assessment of the tax is based upon the follow¬ 
ing error: 

The Administrator erred in failing to allow deduction of 
interest paid upon its outstanding debentures, during the 
taxable year 1943. 

(5) The facts are as follows: 

During the year 1942, Ernest L. Smith was the owner of 
998 shares of common stock of Seaboard Realty Company, 
a corporation organized under the laws of the State of 
Delaware. The Seaboard Realty Company was the 
2 owner of land, improved by buildings, known as 7611 
and 7701 Georgia Avenue, N. W., Washington, D. C. 
On December 31, 1942, the statement of assets and liabili¬ 
ties of Seaboard Realty Company was, as follows: 

(Old Seaboard Realty Company {12/31/42)) 

Cash $ 2,411.66 

Buildings $284,672.74 

Less Depreciation 89,866.53 194,806.44 


Land 29,941.05 


$227,159.15 
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Liabilities <& Capital 

Accounts Payable 
Mortgage 
Common Stock 
Surplus 


$ 4,349.69 
149,500.00 
1,000.00 
72,309.46 


$227,159.15 


Ernest L. Smith was advised by tax counsel that, if the 
financial condition of the company continued to improve, 
there would come a time when amounts not needed for cor¬ 
porate business, arising out of earnings, would have to be 
paid to the sole stockholder, Ernest L. Smith, in the form 
of dividends. Ernest L. Smith was further advised that a 
non-taxable reorganization under Section 112 of the In¬ 
ternal Revenue Code would permit a newly-formed corpo¬ 
ration, having common stock and debentures, to pay some 
of its earnings out as interest, with a corresponding reduc¬ 
tion in Federal and District of Columbia income taxes, 
since such amounts would be deductible from gross income, 
whereas dividends would not be so deductible. 

The Market Value of the properties had increased above 
the then book value thereof sufficiently, together with the 
surplus account, representing equities, to permit of the 
transfer of the properties for securities of a newly- 
3 formed corporation to the extent of at least One 
Hundred and Fifty-One Thousand Dollars. Ernest 
L. Smith thereupon caused the forming of a Delaware cor¬ 
poration, called Seaboard Realty, Inc., with an authorized 
capital stock of 1,000 shares, on December 24, 1942. That 
corporation -was duly authorized to issue One Hundred and 
Fifty Thousand Dollars of five percent debentures due in 
1972. 

Seaboard Realty Company, on December 31, 1942, trans¬ 
ferred all of its assets and liabilities to Seaboard Realty, 
Inc., in exchange for 1,000 shares of common stock and five 
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percent debentures of a face value of One Hundred and 
Fifty Thousand Dollars of Seaboard Realty, Inc., as a non- 
taxable transaction under Section 112 of the Internal Reve¬ 
nue Code. Seaboard Realty Company then transferred the 
stock and debentures so received, in exchange for all of its 
authorized and outstanding capital stock, a non-taxable 
transaction under Section 112 of the Internal Revenue 
Code. 

On December 31, 1942, the balance sheet of Seaboard 
Realty, Inc., was, as follows: 

( Neiv) Seaboard Realty, Inc. ( 12 / 31 / 42 ) 


Cash 

Buildings 

$284,672.74 

$ 2,411.66 

Less : Depreciation 

89,866.53 

194,806.44 

Land 


29,941.05 

Excess Market Value of Assets 

77,690.54 



$304,849.69 

Liabilities <& Capital 


Accounts Payable 


$ 4,349.69 

Mortgage 


149,500.00 

Common Stock 


1,000.00 

Debenture Bearer Bonds 


’ 150,000.00 

Surplus 


— 



$304,849.69 


4 Thereafter Seaboard Realty, Inc. continued to 

carry on the business theretofore carried on by Sea¬ 
board Realty Company. Seaboard Realty, Inc. has paid 
interest on its debentures in the sum of Seven Thousand 
Five Hundred Dollars, annually. The transaction was for 
a clearly accepted business purpose, the payment of inter¬ 
est to its stockholders, for whose benefit the corporation 




5 


was organized, with a substantial reduction in Federal and 
local income taxes, and was entirely in accordance with the 
statutory provisions involved. 

(6) Wherefore, Petitioner prays that this Board may 
hear the proceedings, cancel the assessment of income tax 
against it for the year 1943, and order the refund of the 
income tax and interest paid by it, together with interest 
thereon. 

• •••**•••• 

6 Exhibit “B” 

December 30, 1944 
Re: File #1509 

SEABOARD REALTY, INC. 

418 SOUTHERN BUILDING 
WASHINGTON, D. C. 

Calendar Year 1943 

Net taxable income as disclosed by return 
(Form D-20) 

Unallowable deduction: 

Interest deduction, item 19 $14,658.77 

Less amount allowable 7,158.77 


$16,175.30 

$ 808.77 

433.77 

Deficiency $ 375.00 

It is the understanding of this office that Seaboard Realty, 
Inc. was formed for the purpose of taking title to all of the 
assets of the Seaboard Realty Company in exchange for the 
former’s entire capital stock and $150,000. of interest-bear¬ 
ing debenture notes, which were then issued to the stock¬ 
holders of Seaboard Realty Company, after which the lat¬ 
ter was dissolved. 


Adjusted net taxable income 
Tax @ 5% 

Less amount reported 


$ 8,675.30 
7,500.00* 
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The interest on the $150,000. of debenture notes is dis¬ 
allowed as a deduction under Sec. 5(a)(2) of the D. C. In¬ 
come Tax Act of 1939, since it does not appear to be an 
ordinary and necessary expense within the meaning of this 
section of the Act. 

See: Gregory v. Helvering, 293 U.S. 465; Sand Springs 
Railway Co., 21 B.T.A. 1291; 31 B.T.A. 392. 
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Findings of Fact and Conclusions of Law 
FINDINGS OF FACT 

1. Petitioner, Seaboard Realty, Inc., is a Delaware cor¬ 
poration, chartered on December 24, 1942. 

2. At that time there was another Delaware corporation 
named Seaboard Realty Company, which had been organ¬ 
ized in 1930. That company will hereinafter be referred to 
as the old company. 

3. On December 30,1942, the capital stock of the old com¬ 
pany consisted of 1,000 shares of no par value, 998 of which 
belonged to, and stood in the name of, Ernest L. Smith, who 
was secretary and treasurer. One of the remaining out¬ 
standing shares stood in the name of M. B. Smith, his wife, 
and the other stood in the name of Gordon L. Eakle, an 
attorney, who was president of the corporation; however, 
Smith was the beneficial owner of both of these shares. 
The sole activity of the company was the ownership and 
management of two apartment houses in the District of 
Columbia. 

4. Upon the organization of petitioner on December 24, 
1942, Smith, his wife and Eakle were elected directors, con¬ 
stituting the entire board; and on December 30,1942, Eakle 
was elected president, Mrs. Smith vice-president, and Mr. 

Smith treasurer and secretary. 

5. On December 30,1942 the assets of the old com¬ 
pany consisted of $2,411.66 in cash, the land and 
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buildings hereinbefore referred to, carried on its books 
after depreciation at $224,747.49, a total of $227,159.15. Its 
mortgages and accounts payable amounted to $153,849.69; 
its common stock was carried at $1,000 and its surplus at 
$72,309.46. 

6. On or about the date of the transfer, the land and 
buildings of the old company were appraised by two ap¬ 
praisers at something over $300,000. 

7. At a meeting of the stockholders of petitioner held on 
December 30, 1942, the corporation was authorized to cre¬ 
ate an issue of debentures in the total sum of $150,000, to 
be issued in one or more series, maturing on such date or 
dates, bearing interest semi-annually at such rate or rates, 
and containing such other provisions as to registration, 
redemption, convertibility, exchangeability, or otherwise as 
might be determined from time to time by the Board of 
Directors. 

8. Another resolution passed at the same meeting au¬ 
thorized the President and Secretary to issue to the old 
company 1,000 shares of the common stock of petitioner 
and certificates for 150 $1,000 bonds in exchange for all of 
the assets of the old company, as of the close of business 
December 31, 1942. 

9. On the same date the directors of petitioner passed 
the following resolutions: 

“Whereas, Seaboard Realty Company, a corporation or¬ 
ganized and existing under the laws of the State of Dela¬ 
ware, has an authorized and issued capital stock of One 
Thousand (1000) shares of no par value, an undivided sur¬ 
plus and equities in buildings in excess of One Hundred 
and Fifty Thousand Dollars ($150,000), and 
9 “Whereas, it appears to the Board of Directors 

that the assets of said corporation, less liability, is 
of a fair value, at least equal to the value of the common 
stock and debentures of this company, it is 

“Resolved, That upon the transfer of all of the assets 
of said Seaboard Realty Company, as of the close of busi- 
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ness December 31, 1942, by Bill of Sale and Deeds, the 
President and the Secretary be and they hereby are au¬ 
thorized and directed to execute, issue and deliver in the 
name and on behalf of this corporation and under its cor¬ 
porate seal, certificates of stock for One Thousand (1000) 
shares of common stock and One Hundred and Fifty (150) 
debentures to the order of Seaboard Realty Company. 

“Further Resolved, That this corporation assume to 
pay all the liabilities of said company, and that the Presi¬ 
dent and Secretary be and they hereby are authorized to 
enter into such written agreement with said Company as 
counsel may advise, covering the transactions referred to 
in these resolutions.” 

At the time of the passing of these resolutions petitioner 
had no assets. In accordance with its charter authorization 
it had issued 1,000 shares of its capital stock, without par 
value, to Mr. and Mrs. Smith and Mr. Eakle. They had 
paid no consideration therefor. 

10. Each of the securities issued in accordance with the 
authorization hereinabove referred to was designated on 
its face as, a “5 per centum 30 year debenture.” Each of 
them states that its maturity date is December 31, 1972; 
that it is transferable by delivery until registered by the 
owner, and after registration, is transferable on .the books 
of the Delaware resident agent of petitioner; that it is sub¬ 
ject to redemption at petitioner’s option on any interest 
date by payment of the principal and interest and a pre¬ 
mium of 5 per cent, if all of them are redeemed, and five 
of them may be redeemed at the end of each calendar year 
or thereafter; that in case of default in the payment of 
interest on five consecutive interest dates, the principal 
becomes due and payable on notice and demand; and that 
all rights under it are secondary to the rights of general 
creditors of petitioner. It does not appear that petitioner’s 
board of directors authorized these or any other provisions 
of the debentures. 
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10 11. The transaction authorized as hereinbefore 

stated, was consummated in accordance with the 
terms of the authorizing resolutions and at about the same 
time, and as a part of the same transaction, the old corpo¬ 
ration was liquidated and its assets distributed to its stock¬ 
holders, Mr. and Mrs. Smith and Mr. Eakle, who received 
the entire $150,000 debenture issue and retained ownership 
thereof during the entire year 1943. 

12. The opening balance sheet of petitioner was the same 
as the closing balance sheet of the old corporation, with the 
exception that the $150,000 debenture issue was carried as 
a liability and that there had been added to the assets 
$77,690.54 as “Excess Market Value of Assets”. The con¬ 
sequence of this addition of $77,690.54 was to reduce to 
zero what would otherwise have been a capital deficiency, 
resulting from the addition of the $150,000 debenture lia¬ 
bility. 

13. The $72,309.46 surplus of the old company consisted 
of undistributed profits accumulated during the preceding 
period of about eight years. During 1942, the net income 
of the company was $14,517.74, and in that year it dis¬ 
tributed a cash dividend of $14,000 on its stock. The only 
purpose of the inter-company transactions above described 
was to permit petitioner to pay interest on the debentures 
to its stockholder, and deduct the amount thereof from its 
gross income, in lieu of paying dividends on its stock. 

14. During 1943 petitioner paid $7500 interest on the 
debentures and claimed the amount thereof as a deduction 
from its gross income. The Assessor held that these pay¬ 
ments were not ordinary and necessary expense within the 
meaning of Section 5(a)(2) of the District of Columbia 
Income Tax Act of 1939, and on July 15, 1948 made a de¬ 
ficiency assessment of $375 against petitioner. On August 
6,1948, petitioner paid the amount of this assessment, with 
interest amounting to $195.21, a total of $570.21, under 
protest in writing, and on August 13, 1948 it appealed to 
this Board from the assessment. 
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11 CONCLUSIONS OF LAW 

1. The interest on debentures, paid by petitioner during 
1943, was not deductible from its gross income under the 
provisions of Section 5(a) of the District of Columbia Rev¬ 
enue Act of 1939 (D. C. Code 1940, sec. 47-1505-a). 

2. The assessment appealed from herein was correct and 
should be affirmed. 

Decision will be entered for respondent. 

! Lawrence Koenigsberger, 

Member Sole, 

Board of Tax Appeals for 
the District of Columbia . 

• •«•*••••• 

12 Opinion 

Seaboard Realty Company was organized as a Delaware 
corporation in 1930. It will hereinafter be referred to as 
the old company. On December 30,1942 its assets consisted 
of a small amount of cash and two apartment houses in the 
District of Columbia and the land whereon they were situ¬ 
ated. Its liabilities consisted of a small amount of accounts 
payable and a mortgage. Its capital stock was carried on 
its books at $1,000, and its earned surplus was $72,309.46. 

All of the stock of the corporation was owned by Ernest 
L. Smith, including one share standing in the name of his 
wife and one share standing in the name of an attorney. 

On December 24,1942 petitioner herein, Seaboard Realty, 
Inc., was chartered in Delaware. At its organization meet¬ 
ing on December 24, 1942, Mr. and Mrs. Smith and the at¬ 
torney were elected directors of petitioner, constituting the 
entire board of directors. At the first meeting of the di¬ 
rectors, held on December 30,1942, the attorney was elected 
president, Mrs. Smith vice-president, and Mr. Smith secre¬ 
tary and treasurer. 

Pursuant to resolutions of the stockholders and directors 
of petitioner, passed December 30, 1942, petitioner issued 
$150,000 of 30 year 5% debentures, and 1,000 shares of its 
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capital stock, without par value, being its entire stock issue, 
to the old company for which it received from the 

13 old company all of the old company’s assets, subject 
to its liabilities. When the books of account of peti¬ 
tioner were opened, an entry was made on its books listing 
among its assets an item designated “Excess Market Value 
of Assets”, $77,690.54. The effect of this entry was to 
avoid what would otherwise have been a capital deficiency 
of that amount, due to the $150,000 debenture liability. The 
opening surplus of petitioner was zero. 

As part of the same transaction and at about the same 
time, the old company was liquidated and its assets, con¬ 
sisting of the stock of petitioner and the debentures above 
referred to, were transferred to Mr. Smith. Mr. Smith 
owned the stock and the debentures throughout the calen¬ 
dar year 1943. 

The debentures were transferable, and were subject to 
redemption at petitioner’s option; the interest was payable 
semi-annually, and in case of default in the payment of in¬ 
terest on five consecutive interest dates, the principal was 
to become due and payable on notice and demand; and all 
rights under the debentures were expressed to be secondary 
to the rights of petitioner’s general creditors. 

During 1943 petitioner paid $7500 interest on the deben¬ 
tures, and on its income-tax return for that year it deducted 
the amount thereof from its gross income. The Assessor 
disallowed the deduction, and increased the net taxable in¬ 
come and made a deficiency assessment accordingly. The 
question for decision on this appeal is whether the interest 
was allowable as a deduction under Section 15(a) of the 
District of Columbia Income Tax Act of 1939 (D. C. Code 
1940, section 47-1505-a), which provides, among other 
things, that there shall be allowed as deductions “all in¬ 
terest paid or accrued within the taxable year on indebed- 
ness”. 

14 The problem thus presented is not new. It has 
frequently arisen under circumstances more or less 


12 


similar. The Assessor of the District is directed by Sec¬ 
tion 29(a) of the Revenue Act of 1939 (Code section 47- 
1529-a) to apply as far as practicable the administrative 
and judicial interpretations of the Federal income-tax law. 
Such application is practicable in this case, as Section 5(a) 
(1)(2) of the District law (Code, section 47-1505-a-l-2) is 
in precisely the same language as the relevant portion of 
the corresponding section, 23(a)(1)(A) and 23(b) of the 
Federal Internal Revenue Code. Resort to the Federal 
adjudications for guidance may therefore be had, although 
it is difficult or impossible to find a Federal precedent in 
which all the facts are exactly the same as in this case. 

The question is factual and no one factor may be said 
to be controlling, Commissioner v. Schmoll Fils, Associated, 
110 F. (2) 611; Clyde Bacon, Inc., 4 T.C. 1107, 1115, Tal¬ 
bot Mills, 3 T.C. 95, 99. Slight differences sometimes are 
determinative of whether such payments as are herein in¬ 
volved are deductible from corporate gross income as in¬ 
terest, or non-deductible as dividends. 

Reference must be had to the circumstances surrounding 
the issuance of the debentures, to determine the intent of 
the parties, Talbot Mills, 3 T.C. 95, 100. The issuance of 
the debentures brought no new capital into the venture, 
Talbot Mills v. Commissioner, 146 F. (2) 809, but repre¬ 
sented a mere exchange of stock for bonds which did not 
affect in any material way the previously existing interest 
of the stockholder. 

In John Kelley Company, 1 T.C. 457, under circum¬ 
stances similar to those here presented, it was held that 
the interest was deductible. On appeal, the Circuit Court 
of Appeals held that it was not deductible, 146 F. (2) 466. 

On certiorari, the U. S. Supreme Court reversed, 326 
15 U.S. 521, holding that under the rule of Dobson v. 

Commissioner, 320 U.S. 489, the Court of Appeals 
should not have disturbed the holding of the Tax Court. 
In Talbot Mills, 3 T.C. 95, under circumstances differing 
in some respects from the Kelley case, supra, the Tax Court 
held that the interest was not deductible. This decision 
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was affirmed by the Circuit Court of Appeals, 146 F. (2) 
809, and was in turn affirmed by the Supreme Court, 326 
U.S. 521, on the authority of the Dobson case. 

In a very recent decision by the United States Tax Court, 
Swoby Corporation, 9 T.C. 887, which differed from the in¬ 
stant case in that the debentures ran for 99 years, and in 
that the directors of the corporation had discretion to de¬ 
termine the extent to which the earnings of the corporation 
were available for the payment of interest, the 'tax Court 
held that the interest was not deductible. The difference 
between this case and the Swoby case does not seem suffi¬ 
cient to call for a different conclusion here. 

In the Swoby case the court commented on the fact that 
in the Kelley case the Supreme Court had remarked that 
it did not need to consider in that case the effect of extreme 
situations such as nominal stock investments and an obvi¬ 
ously excessive debt structure, but the Tax Court found 
that it could not avoid consideration of the effect of such 
a situation in the Swoby case, in which there was a common 
stock investment of $200 and “an obviously excessive debt 
structure” of $250,000 in the debentures. So in the instant 
case the stock investment is $1,000 and the debenture lia¬ 
bility is $150,000. 

“In the business world ‘interest on indebtedness’ means 
compensation for the use or forbearance of money”, 
Deputy v. Du Pont, 308 U.S. 488. There is in this case no 
compensation for the use or forbearance of money. 
16 Although the device of forming a second corpora¬ 
tion was adopted, the effect of the entire transaction 
was precisely the same as though the old corporation had 
simply issued the debentures to its sole stockholder, and 
then proceeded to pay interest thereon. In the language 
of the Tax Court in the Kelley case, the stockholder merely 
“swapped” papers. Although the debentures were trans¬ 
ferable, they were not in fact transferred during the entire 
year 1943, and that is the only year now under considera¬ 
tion. Although in the Swoby case the maturity of the de¬ 
bentures was 99 years, whereas in this case it is but 30, 
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that is not an important difference when it is considered 
that the sole stockholder and the sole debenture holder 
were the same person, and it is inconceivable that any ac¬ 
tion to enforce payment of the debentures at maturity 
would be brought at any time while such unity of interest 
continued, Mullin Building Corporation, 9 T.C. 350, 355. 

Although, when the law draws a line, a case, if on the 
safe side, is none the worse legally if the party has availed 
himself to the full of what the law permits, Bullen v. Wis¬ 
consin, 240 U.S. 625, 631, an important consideration is 
whether the issuance of the debentures had a business pur¬ 
pose, as distinguished from a purpose confined solely to 
the reduction of tax liability. The decisions in Commis¬ 
sioner v. Hood, 140 F. (2) 467 and Commissioner v. 0. P. P. 
Holding Corp., 76 F. (2) 11, in which deductions of deben¬ 
ture interest were held to be deductible under the facts in 
those cases, were in part based on the fact that the deben¬ 
tures were not issued solely for a reduction of tax liability. 
Compare Gregory v. Helvering, 293 U.S. 465, in which case, 
as in this, a second corporation was formed for a tax-sav¬ 
ing purpose, and was, in the language of the Supreme 
Court, then, “put to death”. In the instant case the sec¬ 
ond corporation was viable, and took up where the old one 
left off, and the old corporation died, so to speak, in child¬ 
birth. 

17 Petitioner’s stockholder testified that the reason 
which prompted the old company to make the trans¬ 
fer of its assets as herein described, was that it had been 
advised by “tax counsel” that because of the surplus of 
about $72,000, there was every likelihood that the Federal 
Government would tax the surplus at some figure that 
would probably run close to 40 per cent, and that it was 
advised by the “tax counsel” to form a new corporation 
and have it purchase the assets of the old corporation in 
order to do away with this possibility. The Board’s find¬ 
ing of fact on this point is not in accord with this testi¬ 
mony, but, instead, that the only purpose was to permit 
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petitioner to pay interest on the debentures to its stock¬ 
holder and to deduct the amount thereof from its gross in¬ 
come, in lieu of paying dividends on its stock. In 1942, the 
only Federal law applying to improperly accumulated sur¬ 
pluses of corporations such as petitioner, was section 102 
of the Federal Internal Revenue Code, which imposed a 
surtax of 27 1 / 4 per Cent on the undistributed income, not in 
excess of $100,000, and at a higher rate thereafter, of cor¬ 
porations formed or availed of for the purpose of prevent¬ 
ing the imposition of surtax upon its shareholders, through 
the medium of permitting earnings or profits to accumulate 
instead of being divided or distributed. This surtax was 
applicable in each year only to earnings and profits during 
the current tax year and not to those accumulated in prior 
years, Corporate Investment Company, 40 U.S. B.T.A. 1156, 
1171. The old company was under no danger under sec¬ 
tion 102 I.R.C. as to its 1942 profits, which amounted to 
$14,517.74, of which $14,000 was distributed in the form of 
cash dividends during 1942; and its liability, if any, for 
the surtax on profits for prior years would not be affected 
by any change in its financial structure occurring in 
18 1942. It may be assumed that the “tax counsel” 

knew of the terms and applicability of the Federal 
law. Furthermore, the averments of the sworn petition 
filed herein are not in accord with Mr. Smith’s oral testi¬ 
mony, but rather in accordance with the findings of fact by 
the Board. 

Since the debenture interest paid by petitioner in 1942 
does not appear to be an allowable deduction within the 
meaning of section 15(a) (Code sec. 47-1505-a), the defi¬ 
ciency assessment was correct, and it will be affirmed. 

Lawrence Koenigsbebgeb, 
Member Sole, 

Board of Tax Appeals for 
the District of Columbia . 

• •••••#••• 
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19 Filed Nov 9 1948 

Decision 

This proceeding came on to be heard upon the petition 
filed herein; and upon consideration thereof and of the evi¬ 
dence adduced at the hearing on said petition, it is, by the 
Board, this 9th day of November, 1948, 

Adjudged and Determined, That the additional assess¬ 
ment of income tax against petitioner, Seaboard Realty, 
Inc., for the calendar year 1943, herein appealed from, be, 
and it is hereby, affirmed. 

Lawrence Koenigsbebger, 
Member Sole, 

Board of Tax Appeals for 
the District of Columbia. 


20 Filed Dec 6 1948 

Petition of Seaboard Realty, Inc. for Review by the United 
States Court of Appeals for the District of Columbia of 
a Decision by the Board of Tax Appeals for the District 
of Columbia 

Seaboard Realty, Inc., the petitioner in this cause, by 
Frederick Stohlman and George A. Cassidy, Jr., counsel, 
hereby files its petition for a review by the United States 
Court of Appeals for the District of Columbia Circuit of a 
decision of the Board of Tax Appeals for the District of 
Columbia rendered November 9,1948, determining that ad¬ 
ditional assessment of income tax against petitioner, Sea¬ 
board Realty, Inc. for the calendar year 1943 was lawfully 
assessed against petitioner by the Assessor of the District 
of Columbia and collected from it by the Collector of Taxes 
of the District of Columbia for the fiscal year 1943 in the 
amount of $375.00, together with interest thereon in the 
sum of $191.25, and affirming said additional assessment 
of tax and interest. 
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I 

The petitioner is a corporation organized and existing 
under the laws of the State of Delaware, doing business in 
the District of Columbia. 

n 

Natube of the Controversy 

(a) The controversy involves the question of the deduc¬ 
tibility for income tax purposes of interest paid by peti¬ 
tioner for the year 1943 on its outstanding deben- 

21 tures in the sum of Seven Thousand Five Hundred 
Dollars, and the validity of the assessment and col¬ 
lection by the assessing and collecting authorities of the 
District of Columbia of a deficiency in income tax in the 
sum of $375.00, plus interest thereon in the sum of $191.25, 
additional income tax for the year 1943. 

(b) During the year 1942, there was outstanding 1,000 
shares of common stock of Seaboard Realty Company, a 
corporation organized under the laws of the State of Dela¬ 
ware. The Seaboard Realty Company was the owner of 
land, improved by buildings, known as 7611 and 7701 
Georgia Avenue, Northwest, Washington, D. C. On De¬ 
cember 31, 1942, the statement of assets and liabilities of 
Seaboard Realty Company was as follows: 

(Old) Seaboard Realty Company (12/31/42) 

Cash $ 2,411.66 

Buildings $284,672.74 

Less: Depreciation 89,866.53 194,806.44 


Land 29,941.05 


$227,159.15 
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Liabilities <& Capital 

Accounts Payable 
Mortgage 
Common Stock 
Surplus 


$ 4,349.69 
149,500.00 
1,000.00 
72,309.46 


$227,159.15 


The Company was advised by tax counsel that, if its 
financial condition continued to improve, there would come 
a time when amounts not needed for corporate business, 
arising out of earnings, would have to be paid to the sole 
stockholder, Ernest L. Smith, in the form of dividends. 

The Company was further advised that a non-tax- 
22 able reorganization under Section 112 of the Internal 
i Revenue Code would permit a newly-formed corpo¬ 
ration, having common stock and debentures, to pay some 
of its earnings out as interest, with a corresponding reduc¬ 
tion in Federal and District of Columbia income taxes, since 
such amounts would be deductible from gross income, 
whereas dividends would not be so deductible. 

The Market Value of the properties had increased above 
the then book value thereof sufficiently, together with the 
surplus account, representing equities, to permit of the 
transfer of the properties for securities of a newly-formed 
corporation to the extent of at least One Hundred and 
Fifty-One Thousand Dollars. Ernest L. Smith thereupon 
caused the forming of a Delaware corporation, called Sea¬ 
board Realty, Inc., with an authorized capital stock of 1,000 
shares, on December 24, 1942. That corporation was duly 
authorized to issue One Hundred and Fifty Thousand Dol¬ 
lars of five percent debentures due in 1972. 

Seaboard Realty Company, on December 31, 1942, trans¬ 
ferred all of its assets and liabilities to Seaboard Realty, 
Inc., in exchange for 1,000 shares of common stock and five 
percent debentures of a face value of One Hundred and 
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Fifty Thousand Dollars of Seaboard Realty, Inc., as a non- 
taxable transaction under Section 112 of the Internal Reve¬ 
nue Code. Seaboard Realty Company then transferred the 
stock and debentures so received, in exchange for all of its 
authorized and outstanding capital stock, a non-taxable 
transaction under Section 112 of the Internal Revenue 
Code. 

On December 31, 1942, the balance sheet of Seaboard 
Realty, Inc., was as follows: 

23 (New) Seaboard Realty, Inc., ( 12/31/42) 


Cash 


$ 2,411.66 

Buildings 

$284,672.74 


Less: Depreciation 

89,866.53 

194,806.44 

Land 


29,941.05 

Excess Market Value of Assets 

77,690.54 


$304,849.69 


Liabilities & Capital 


Accounts Payable 

$ 4,349.69 

Mortgage 

149,500.00 

Common Stock 

1,000.00 

Debenture Bearer Bonds 

150,000.00 

Surplus 

$304,849.69 


Thereafter Seaboard Realty, Inc. continued to carry on 
the business theretofore carried on by Seaboard Realty 
Company. Seaboard Realty, Inc. has paid interest on its 
debentures in the sum of Seven Thousand Five Hundred 
Dollars, annually. The transaction was for a clearly ac¬ 
cepted business purpose, the payment of interest to its 
stockholders, for whose benefit the corporation was organ¬ 
ized, with a substantial reduction in Federal and local in- 
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come taxes, and was entirely in accordance with the statu¬ 
tory provisions involved. 

(e) In its income tax return for the calendar year 1943 
the petitioner claimed deduction in the sum of Seven Thou¬ 
sand Five Hundred Dollars, interest paid on its debentures. 
The Assessor of the District held that the said interest in 
the sum of Seven Thousand Five Hundred Dollars was not 
allowable as a deduction under Section 5(a)(2) of the Dis¬ 
trict of Columbia Income Tax Act of 1939, since it did not 
appear to be an ordinary and necessary expense 
24 within the meaning of said section of the Act and 
accordingly assessed additional income tax in the 
sum of $375.00 and interest thereon in the sum of $191.25, 
a total of $566.25, on July 15, 1948. The petitioner paid 
said tax to the Collector of Taxes of the District of Colum¬ 
bia under protest in writing on August 6, 1948, and ap¬ 
pealed from said assessment to the Board of Tax Appeals. 

in 

The petitioner being aggrieved by the findings of fact 
and conclusions of law contained in said findings and opin¬ 
ion Of the Board of Tax Appeals and by its decision entered 
in pursuance thereto desires to obtain a review thereof by 
the United States Court of Appeals for the District of Co¬ 
lumbia Circuit. 


IL EXCERPTS FROM TESTIMONY AND PRO¬ 
CEEDINGS. 

26 Wednesday, October 20, 1948. 

The above-entitled matter came on for hearing before 
Honorable Lawrence Koenigsberger, sole member of the 
Board, at 10:30 o’clock a.m. 

Appearances : 

Frederick Stohlman, Esq., For the Petitioner. 

George A. Cassidy, For the Petitioner. 

Harry L. Walker, Esq., Assistant Corporation Counsel, 
For the Respondent. 
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George F. Lynch, Assistant Corporation Counsel, For the 
Respondent. 

• •••••••<»• 

28 PROCEEDINGS. 

The Board: The hearing will come to order. 

Mr. Walker: If the Board please, I will admit the allega¬ 
tion contained in paragraphs 1, 2, and 3. 

Mr. Cassidy: Do you want testimony with respect to the 
facts in paragraph 5 that are not admitted? 

Mr. Walker: No, sir. I think I can eliminate a little 
more. I will admit the allegation contained in the first sen¬ 
tence of paragraph 5, the second sentence in paragraph 5 
with the exception of the schedule—that is in the financial 
statement—and that is all I will admit. 

Mr. Cassidy: I would like to call Mr. Smith to the wit¬ 
ness stand. 

Thereupon Ernest L. Smith was called as a witness for 
and in behalf of the Petitioner and, having been first duly 
sworn, was examined and testified as follows: 

Direct Examination 

By Mr. Cassidy: 

Q. What is your full name? A. Ernest L. Smith. 

Q. You are the secretary-treasurer of the Seaboard 
Realty, Inc.? A. Yes, sir. 

29 Q. You are the petitioner in this case? A. I am. 
Q. And are you familiar with the contents of the 

petition as filed? A. Yes, I am. 

Q. Calling your attention to paragraph 5 of the petition 
in the file, and with particular reference to the financial 
statement of the condition of the Seaboard Realty Company 
on December 31,1942, showing assets of $272,159.15, repre¬ 
sented by— 

• ••••••••• 
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Q. Does that financial statement of the Seaboard Realty 
adequately reflect the condition of the company on that 
date? A. Yes, it does. 

Q. Mr. Smith, in December of 1942, was the Seaboard 
Realty, Inc., the petitioner in this case formed? A. Yes, 
it was formed in Delaware. 

Q. It is a Delaware corporation? A. That is correct. 

Q. And was that corporation authorized, Mr. Smith, to 
purchase all of the assets of the Seaboard Realty Com¬ 
pany? A. Yes, it was. 

The Board: By whom? 

Mr. Cassidy: It was authorized by the stockhold- 

30 ers of the Seaboard Realty, Incorporated. 

By Mr. Cassidy: 

Q. Was it authorized by the stockholders of Seaboard 
Realty, Inc. ? A. That is correct. 

Q. Do you have the minutes of the Seaboard Realty, Inc. 
which contain the authorization? A. Yes, I do. 

Mr. Cassidy: I would like to offer into evidence the min¬ 
utes of the meeting of the Board of Directors of the Sea¬ 
board Realty, Inc., held on December 30, 1942, which recite 
in substance— 

• •«•*••••• 

The Board: I have the minutes of the meeting of the 
Seaboard Realty, Inc., of December 30, 1942, of the Board 
of Directors of that company, and they will be admitted 
into evidence as Petitioner’s Exhibit No. 1, and I will keep 
the original here unless and until the Petitioner furnishes 
a copy of it to me. 

t • • * • * • • • • 

31 By Mr. Cassidy: 

• 1 • • • • • • • • • 

Q. Mr. Smith, as a result of that resolution, what was 
next done by the Seaboard Realty, Inc.? 
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No, I mean Seaboard Realty, Inc., took over all of the 
assets and liabilities of the Seaboard Realty Company in 
exchange for a thousand shares of common stock and $150 
thousand worth of bonds of the Seaboard Realty, Inc. 

Q. Was the stock and bonds authorized to be issued in 
pursuance to the charter and that resolution of the Board 
of Directors contained in Petitioner Exhibit 1? A. Yes. 

Q. Mr. Smith, I hand you a copy of a paper entitled 
“Seaboard Realty, Inc., Five Percentum, Thirty Year 
Debenture, Due December 31, 1972 in the Sum of $1,000”, 
and ask you if that was the form of bonds which we issued 
—and I ask you if that is the form of bonds which were 
issued—in pursuance to the authorization of the resolution 
contained in Petitioner Exhibit 1? A. This is one of the 
copies. 

32 Q. Was that the $150 thousand worth issued? A. 
Yes, sir; it was. 

Q. And were the bonds all of that form? A. Yes, sir. 

Q. Each in the sum of one thousand dollars? A. That is 
correct. 

Q. And Identical as to terms and conditions? A. Yes. 

• ••••••••• 

By Mr. Cassidy: 

Q. Mr. Smith, directing your attention further to para¬ 
graph 5 of the petition which contains a financial statement 
or balance sheet of the Seaboard Realty, Inc., on December 
31, 1942, does that correctly reflect the financial condition 
of the Seaboard Realty, Inc., on that date? A. Yes, it does. 

Q. Mr. Smith, directing your attention to the calendar 
year 1943, was there any interest paid on the outstanding 
bond or debentures of Seaboard Realty, Inc.? A. 

33 Yes, there was. Interest was paid twice that year 
semi-annually, once in June, and once in December. 

Q. What was the total amount paid to the holder? A. 
$7,500. 
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Q. And was that $7,500 interest paid, claimed as a de¬ 
duction of interest paid by the Seaboard Realty, Inc., in 
its District of Columbia income tax for the year 1943? A. 
Yes. 

The Board: "Who were the bondholders that year? 

The Witness: I am the bondholder. I was the bond¬ 
holder. 

The Board: How did you get it? 

! The Witness: In exchange for assets of the Seaboard 
Realty Company. I got a thousand shares of stock and 
$150 thousand worth of bonds. 

The Board: As I understand the transaction, the corpo¬ 
ration got the stocks and bonds? 

The Witness: The corporation made the transfer and 
then delivered them to me for my thousand shares of Sea¬ 
board Realty Company stock. 

The Board: Was the company liquidated? 

The Witness: Yes. 

The Board: When was that done? 

The Witness: Early in ’43. It was practically a simul¬ 
taneous transaction. 

The Board: Thank you. 

34 By Mr. Cassidy: 

Q. Mr. Smith, immediately prior to the transfer by 

35 Seaboard Realty Company of the two buildings 
owned by the Premise 7611 and 7701, Georgia Ave¬ 
nue, Northwest, to Petitioner Seaboard Realty, Inc., were 
those buildings appraised to determine their market value? 
A. They were appraised on or about that date. I can’t re¬ 
member exactly. 

Q. Was it about that time? A. On or about that time. 

Q. And what was the appraisal made of the fair market 
value of these buildings? A. Something over three hun¬ 
dred thousand dollars. It was in that neighborhood, but I 
can’t remember exactly. I haven’t the papers with me. 

• ••••••••• 
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36 Cross-Examination 

By Mr. Walker: 

Q. Mr. Smith, the $72,389.46, which was a surplus of the 
Seaboard Realty Company as of December 31, 1942, was 
undistributed earnings over what period of time? 

A. Undistributed earnings for about eight years prior 
thereto. 

Q. During that period of about eight years, had the Sea¬ 
board Realty Company ever declared a dividend for the 
benefit of the stockholders? A. Seaboard Realty Com¬ 
pany— 

The Board: Can’t we talk about the old company and 
the new one? I think it would be less confusing. 

The Witness: About the old company, as my memory 
serves me at this time, the old company declared—I am not 
sure; I cannot say. 

37 By Mr. Walker: 

Q. You are unable to say whether or not the old company 
declared a dividend? A. I can’t remember that far back. 
I would have to have the record in front of me. 

The Board: Was this $72,389.46 surplus earned, or paid 
in? 

The Witness: Earned. 

The Board: Was any part of that a result of the write¬ 
up of assets? 

The Witness: Not with the old company, no. 

By Mr. Walker: 

Q. Now, Mr. Smith, you held 998 shares of stock of the 
old company—of common stock? A. That is right. 

Q. How many shares of common stock were outstanding? 
A. One thousand shares. 

• ••••••••• 
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38 The Board: In fact, all of the thousand shares 
were all legally yours; isn’t that right? 

The Witness: That is correct. 

By Mr. Walker: 

Q. Outside of a small amount of cash on December 31, 
1942, the only assets of the old company were this property 
and its improvements; is that correct, Mr. Smith? A. The 
assets of the company were the two apartment buildings 
and cash. 

Q. And those apartment buildings on that date by the 
appraisal which you had made had a valuation of some¬ 
thing over three hundred thousand dollars? A. That is 
correct. 

Q. Does that include the land and buildings? A. Yes. 

• ••••••••• 

Q. And on that same date, the buildings and land were 
encumbered to the extent of a mortgage or mortgages in the 
face amount of $149 thousand? A. I believe it is 

39 $149,500. Yes, that is correct. 

• ••••••••• 

By Mr. Walker: 

Q. Who held those mortgage notes! A. District Title 
Insurance Company. 

Q. They made the original loans for the buildings; is 
that correct! A. That is correct. 

• ••••••••• 

Q. What employees did the old company have on Decem¬ 

ber 31, 1942, Mr. Smith? A. What type of employees do 
you mean? 

Q. Any type of employees. A. It had in the building a 
resident manager and two janitors. 

Q. And what were the salaries of those two employees— 
of each of them—for that year ending December 31, 1942? 
A. The resident manager’s salary was probably around 
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$75 a month, and the janitors earned around the same figure 
each, a month. 

• ••••••••• 

40 Q. And were there any other salaried employees 
of the old corporation during that year? A. No, 

there were not. 

Q. How about yourself, Mr. Smith? A. I am unable to 
state whether I took any salary, or whether the corporation 
paid me a salary, or not. 

41 By Mr. Walker: 

Q. Now, Mr. Smith, I show you Respondent’s Ex¬ 
hibit B which is the income tax return of the new corpora¬ 
tion and direct your particular attention to Schedule L and 
want to see if you are able to tell me from that whether or 
not you received any compensation from the new corpora¬ 
tion during that year. A. Schedule L you say? 

Q. Yes. 

To whom was the five thousand dollars management fee 
paid by the old—I mean by the new corporation—during 
that year ? A. I would have to search my records to tell you 
that. It might have been paid to me, or to my brother, who 
was handling some of these properties before he went in 
the Army and I can’t answer these questions right now. 

• •*••*•••* 

42 Q. Directing your attention to Respondent’s Ex¬ 
hibit A, which is the income tax return of the old 

corporation and particularly directing your attention to 
Schedule L, are you able to say to whom that five thousand 
dollar fee was paid to? A. I am unable to state that at this 
time. I would have to have the records. 

Q. Now, did the old corporation have any business other 
than the ownership and management of these apartment 
houses on Georgia Avenue? A. No, they did not. 

Q. Now, Mr. Smith, on December 30, 1942, according to 
an entry in the minutes of the new corporation, that new 
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corporation was authorized, was it not, to purchase the as¬ 
sets and assume the liabilities of the old corporation in 
exchange for the capital stock of the new corporation and 
$150 thousand worth of debenture bonds? 

Q. Was that a true statement that I made, Mr. Smith? 
A. I think you stated it correctly. 

Q. On that same day, or about that same day, the 

43 appraised value of the principal assets and virtually 
all of the assets of the old corporation was some¬ 
where between three hundred thousand dollars and four 
hundred thousand dollars; is that correct? A. That is 
right. 

By Mr. Walker: 

Q. Yes. Now, the new corporation had no assets except 
the thousand dollars paid in capital stock; is that correct? 
The only asset was the amount paid in for the capital stock 
and, at the same time, that stock being outstanding that was 
a liability; is that correct? 

• ••••*•*•* 

A. I was under the impression that the transaction— 
The Board: Immediately before the transfer. Imme¬ 
diately before the transfer the new corporation had no 
assets except the amount of money that had been paid for 
the capital stock; is that correct? 

44 The Witness: I would have to refresh my mem¬ 
ory on that. 

The Board: What other assets could it have had? 

The Witness: It could not have had other than that, but 
I don’t know that it had that. 

The Board: Then it is definite that its only asset, if any, 
was the money received from the issue of its thousand dol¬ 
lars worth of stock; is that correct ? 

The Witness: I don’t think any money was paid into 
the corporation. 
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The Board: If it had any assets at all that was it, and 
there were no others; isn’t that correct? 

The Witness: That is correct. 

• ••••*•••• 

By Mr. Walker: 

Q. Will you please explain to the Board the reason 
which prompted the stockholders and directors of the old 
corporation to transfer its assets for one thousand dollars 
of capital stock of the new corporation, even assuming that 
that was made in capital, plus $150 thousand debenture 

bonds when the assets of the old corporation were 
45 both in excess of three hundred thousand dollars? 

A. We were advised by the Tax Counsel—the cor¬ 
poration was, that is—on or about that time that because 
of the surplus that had been built up in the amount of 
around $72 thousand for the Seaboard Realty Company, 
that there was every likelihood that the Federal Govern¬ 
ment would, under its provision of holding so much reserve 
in the corporation, tax this $72 thousand at some figure that 
would run close to forty percent and we were advised by 
the Tax Counsel to form this new corporation and have 
this new corporation purchase the assets of the old corpora¬ 
tion in order to do away with this possibility of this enor¬ 
mous tax by the Federal Government. 

Q. Then, the reason according to the thinking of you and 
your fellow stockholders of the old corporation for the 
transfer of the assets of the old corporation to the new 
corporation, was for the purpose of avoiding the federal 
income tax on the $72 thousand, or a little more than that 
figure in surplus on the old corporation? 

The Board: That isn’t what he said. His answer was to 
avoid the penalty tax under section 102. 

By Mr. Walker: 

Q. Did the directors and stockholders of the old cor¬ 
poration consider whether the tax on the $72 thousand 
would be greater than the deficiency in consideration 
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46 for the transfer of three hundred thousand odd dol¬ 
lars worth of property for $151 thousand? A. The 

matter was gone over very thoroughly at the time and we 
took a tax count. 

Q. I think you can answer more specifically than that. 
The Board: The 1,000 shares of stock had no par value. 
You can’t assume there was a thousand dollars worth. 

• ••••••••• 

Bv Mr. Walker: 

w 

Q. I will put it this way: Did the old corporation pay 
anything other than the transfer of its assets to the new 
corporation for the stock of the new corporation? A. Did 
the old corporation do what? 

Q. The old corporation got the stock of the new one, 
didn't it? A. It got the stocks and bonds, yes. 

Q. Did it pay anything other than the transfer of 

47 its assets for that stock? A. No. 

Q. Now, Mr. Smith, the old corporation trans¬ 
ferred three hundred and some odd thousand dollars to the 
new corporation in exchange for the stock of the new cor¬ 
poration plus $150 thousand of debenture bonds; is that 
correct ? 

• •••*••••• 

The Witness: You used the word exchange. It was a 
sale between the two companies. 

The Board: The consideration for the transfer of these 
assets was the stock and the bonds which have been men¬ 
tioned and the assuming by the new company of the liabili¬ 
ties of the old? 

The Witness: That is correct. 

• 1 • • • • • • • • • 

By Mr. Walker: 

Q. Now, Mr. Smith, aside from any possible federal tax 
on the $72 thousand in surplus of the old corporation, 

48 did you, as a stockholder and officer of the old cor- 
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poration, consider that a good transaction from a business 
standpoint to the old corporation? A. Yes, we did. 

Q. Well, now, will you please explain to me why you did 
consider that to be a good transaction? A. Well, we con¬ 
sidered it for the purpose of this federal provision in the 
federal law. 

Q. I say, aside from that? A. Well, you are asking me 
an opinion as to whether a businessman thinks it is a good 
transaction, or whether I, as a businessman, thought it was 
a good transaction? 

Q. Yes. A. You are asking me whether I thought it was 
a good deal? 

Q. I am asking if there were no federal tax on the $72 
thousand, would you, as an officer and director and stock¬ 
holder of the old corporation, have considered that transac¬ 
tion to the best advantage and profit of the old corporation? 
A. I don’t see very well how I can answer that question. 
After all, the transaction was done for the purpose as 
stated. I don’t think you can say besides that what else is 
involved. 

Q. Have you ever, or has the old corporation ever been 
advised by the Federal Government that they had 
49 either made an assessment or contemplated assess¬ 

ment of the tax on $72 thousand? A. I think I have 
answered that question. I said we were advised by the Tax 
Counsel. 

• ••••••••• 

The Witness: The federal Government never directly 
advised us, no. 

By Mr. Walker: 

Q. So that the transfer must have been made not to 
relieve an existing tax liability, but to avoid the possibility 
of a future assessment of tax; is that correct? A. That is 
right. 

Q. Now after the transfer of the debenture bonds and the 
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capital stock of the new corporation to the old corporation, 
the old corporation was dissolved and its assets liquidated? 

• •••#••* *• 

50 A. Its assets had been transferred and then the 
corporation was liquidated. 

The Board: Its assets then were the stock and the de¬ 
bentures and they were then transferred to you as the prin¬ 
cipal stockholder, the sole one? 

The Witness: That is right. 

Bv Mr. Walker: 

Q. I asked you whether the assets of the old corporation, 
after the transfer, w’ere liquidated. Was the $150 thou¬ 
sand debenture bonds paid by any one? A. No. 

Q. They were not paid by the new corporation? A. You 
mean paid off? 

Q. Yes, redeemed? A. No. 

Q. What happened to the debenture bonds? A. I re¬ 
ceived them. The stockholders received them. 

Q. Now, Mr. Smith, as a result of all of these transac¬ 
tions, you were—your stock, rather, in the new corporation 
—represented stock in a corporation which had among its 
assets the real property formerly owned by the old cor¬ 
poration; right? A. That is right. 

Q. The stockholders of the new corporation and as a dis¬ 
tributee of the assets of the old corporation, you also 

51 had in your possession and were the holder of $150 
thousand worth of debenture bonds payable by the 

new corporation; is that correct? A. That is right. 

Redirect Examination 
By Mr. Cassidy: 

Q. The record indicates that the old corporation was 
liable on deed of trust notes. 

• ••••••*•• 
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Q. Did the new corporation, Mr. Smith, assume or agree 
to pay the existing incumbrances? A. The new corpora¬ 
tion assumed the liabilities of the old corporation and 
agreed to pay it. 

The Board: There is nothing in the record to show that 
those liabilities were liabilities of the old corporation. As 
you know, a mortgage doesn’t have to be a liability of the 
owner of the property. 

The Witness: They were in this instance. 

Seaboard Realty Company had signed the original mort¬ 
gages. 

By Mr. Cassidy: 

Q. Did the new company sign or endorse in any manner 
those notes secured by the mortgage? 

• ••••••#•* 

52 The Witness: No. I will have to qualify that an¬ 
swer. The Seaboard Realty, Inc., the new company, 
did not sign those notes when the mortgage became due, 
but subsequent when the mortgage on the property came 
due, it did. 

The Board: In consideration of the extension of the 
loan? 

The Witness: That is correct. 

• ••••••••• 
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FIVE PER CENTUM THIRTY YEAR DEBENTURE 
DUE DECEMBER 31, 1972 

Seaboard Realty, Inc., a Delaware corporation, for value received, promiaea to pay to Bearer, or, U this bond be regto- 
teied, to tbe registered holder hereof, the turn of One Thooeand Dollar* ($1,040) In money of the United 8tatee of America, 
at the Liberty National Bank, In the City of Wa*hln«ton, Dbtrict of Columbia, on tbe llet day of December, 1071, a nice* 
previously redeemed, and to pay Interest thereon at the Liberty National Bank aforesaid, from and after the diet day of 
December, 1941, at the rate of live per centum (9%) per annum, semi-annually, on the SOth day of June and the Hit day 
of December of each year, until the principal amount of this bond is paid. 

This bond Is one of an authorised issue of One Hundred and Fifty (190) bonds of like date, tenor and effect, except 
as to the redemption thereof, amounting in the aggregate principal sum to One Hundred and Fifty Thousand Dollars ($190,000), 
and numbered consecutively from one (!) to one hundred and fifty (190), both Inclusive. 

This bond is transferable by delivery until registered by the owner, and may, on request, be registered In books to be 
kept for that purpose at the office of the Resident Agent In the State of Delaware, and If so registered, such registration shall 
thereupon be noted on the bond by said Resident Agent, and thereafter said bond shall be transferable only upon said books, 
at the office of said Resident Agent, by the owner In person or by attorney, unless the last preceding transfer shall have 
been to bearer and the transfer by delivery thereby restored | and ft shall continue to be susceptible of successive registrations 
and transfers to bearer at the option of the holder. 

This bond may be redeemed by Seaboard Realty, Inc., on any Interest date, by the payment of the principal and Interest 
to date accrbed and a premium of five per centum (9%) thereon, if all such bonds be redeemed, and five such bonds may be 
redeemed on the following Interest dates, or thereafter, in the following priorities t 


numbered one to five (14) Inclusive.------— — 

numbered six to ten (9-10) Inclusive.. .. . 

numbered eleven to fifteen (11*19) Inclusive.... — -- 

numbered sixteen to twenty (19-10) Inclusive... . 

numbered twenty-one to twenty-five ($1-19) Inclusive-~ — . —.—.. — 

numbered twenty-six to thirty (19-94) Inclusive-------- 

numbered thirty-one to thirty-five (91491 inclusive--- _.- 

numbered thlrty-elx to forty (49-40) Inclusive---.... - . 

numbered forty-one to forty-five (41-49) Inclusive---—----- 

numbered forty-six to fifty <49-90> Inclusive.— ..— --.. 

numbered fifty-one to fifty-five (9149) Inclusive--- 

numbered fifty-six to sixty (99-90) inclusive-— .... 

numbered sixty-one to sixty-five (91-99) Inclusive--- 

numbered sixty-six to seventy (99-70) Inclusive-------- 

numbered seventy-one to seventy-five (71-79) Inclusive..... 

numbered seventy-*lx to eighty (79-80) Inclusive...... 

numbered eighty-one to eighty-five (8149) Inclusive...... 

numbered etghty-elx to ninety (8840) Inclusive-.------ 

numbered ninety-one to ninety-five (9148) Inclusive...... 

numbered nlnety-eix to one hundred (09-100) Inclusive--- 

numbered one hundred and one to one hundred and five (101-109) Inclusive- 

numbered one hundred and six to one hundred and ten (109-110) inclusive_ 

numbered one hundred and eleven to one hundred and fifteen (111-118) Inclusive_ 

numbered one hundred and sixteen to one hundred and twenty (119-180) Inclusive_ 

numbered one hundred and twenty-one to one hundred and twenty-five (181-189) inclusive 

numbered one hundred and twenty-elx to one hundred and thirty (189-180) Inclusive_ 

numbered one hundred and thirty-one to one hundred and thirty-five (181*199) Inclusive - 

numbered one hundred and thlrty-elx to one hundred and forty (199-140) Inclusive-_ 

numbered one hundred and forty-one to on* hundred and forty-five (141*149) Inclusive_ 

numbered one hundred and forty-six to one hundred and fifty (149-150) Inclusive_ 
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91, 1949 
81. 1944 
91, 1949 
81. 1948 
81, 1947 
91, 1948 
81. 1949 
81, 1990 
81, 1991 
91, 1998 
91. 1999 
91. 1994 
81. 1999 
91. 1999 
91, 1997 
91, 1998 
91, 1999 
91, 1990 
81. 1991 
91. 1998 
81, 1998 
91. 1994 
91, 1999 
81, 1999 
81, 1997 
81, 1998 
81, 1999 
81, 1970 
81, 1971 
II, 1978 
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In the ease of default in the payment of Interest on five (9) consecutive Interest dates, the principal of this bond shall 
become doe and payable upon notice and demand mad* upon the Resident Agent by registered mall by the bearer-holder thereof. 
If the bond be unregistered, or by the registered bolder thereof, if the bond be registered on the last date of default All 
Interest paid shall be considered to be applied to the payment of the interest first due and payable. 

Upon such demand made by any such bolder, all bond* of this Issue shall become due and payable, and the property 
of the corporation may be sold and the proceeds applied to the payment of the principal of such bonds and accrued Interest 
AD bonds are to rank pari passu. No recourse shall be had for the payment of tbe principal or any Installment of interest 
of or upon this bond, against any stockholder, ofllotr or director of the obligor company. 

Ail right* under this bond shell be secondary to tta right s of general creditor* of Boohoord Realty, /no. 

AU payments upon this bond, both of principal and Interest shall be mad* without deduction of any tax or aaeessasent 
which the said obligor, or Its successors, or assigns, may pay or bo required to pay, deduct or retain under any law or regula¬ 
tion heretofore or hereafter enacted bv the United States or any political sub-division thereof whatever. 

This bond waa duly authorised by tbe stockholder* and directors of the obligor company at meetings of said stockholders 
and directors respectively duly convened and held at the City of Washington, District of Columbia, on the 80th day of 
December, A. D. 1948. fl 

IN WITNESS WHEREOF, Seaboard Realtg^IiM, baa caused title bond to be signed in its corporate name by [Re 
President, or Vie# President, and Hs oorporateSsaTHd be hereunto affixed, attested by its Secretary, all done a* of tie 
thirty-first day of December, A. D., Nlnete*tOlnndr&i\»nd Forty-Two. 
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IN THE 


United States Court of Appeals 

For the District of Columbia Circuit 


No. 10094 


Seaboard Realty, Inc., Petitioner , 


v. 


District of Columbia, Respondent. 


ON PETITION FOR REVIEW OF DECISION OF THE BOARD OF TAX 
APPEALS FOR THE DISTRICT OF COLUMBIA 


BRIEF FOR RESPONDENT 


SUPPLEMENT TO PETITIONER’S STATEMENT 

OF THE CASE 

All the stock of the Seaboard Realty Company (the firs 
of the two corporations involved), hereinafter referred to 
as the “old company”, was owned by one Ernest L. Smith, 
including one share outstanding in the name of his wifi* 
and one share outstanding in the name of an attorney (App. 


1 




o 


10, 25, 26). The same Mr. and Mrs. Smith and the same 
attorney were elected directors of Seaboard Realty, Inc. 
(the second corporation and petitioner herein) at the or¬ 
ganization meeting of that corporation on December 24, 
1942. At the first meeting of the directors of petitioner 
corporation, the same attorney was elected president, the 
same Mrs. Smith vice-president, and the same Smith sec¬ 
retary and treasurer. (App. 10.) 

The witness Ernest L. Smith was unable to say whether 
or not the old company had ever declared a dividend, in 
any event, the $72,389.46 surplus of the old company as of 
December 31,1942, represented undistributed profits of that 
corporation for a period of about eight years prior to that 
date. (App. 25.) 

In its petition for cancellation and refund of the tax in¬ 
volved, petitioner stated, inter alia, that the transactions 
which took place in 1942 and are here under consideration 
were for the purpose of “ * • * the payment of interest to 
its stockholders, for whose benefit the corporation was or¬ 
ganized, with a substantial reduction in Federal and local 
income taxes * * * ” (App. 4, 5). However, neither the wit¬ 
ness Ernest L. Smith nor the old company had ever been 
advised by the Federal Government that an assessment had 
been made or contemplated under Sec. 102, I. R. C., of any 
surtax on the $72,389.46 as improperly accumulated surplus 
(App. 25, 29, 31). 

While upon liquidation of the old company and the 
distribution of its assets the “debentures” were transferred 
to the witness Ernest L. Smith as the sole stockholder of 
the old company, the 1 * debentures’ ’ were not redeemed by 
the obligor, petitioner (App. 32). 

The mortgage of $149,500.00 was not liquidated upon the 
transfer of assets to the new corporation; it remained a lien 
on the real property transferred to petitioner (App. 4, 6, 7, 
9), and it was among the liabilities assumed by petitioner 
(App. 8). 


SUMMARY OF ARGUMENT 


Taxation is concerned with the substance of transactions and 
not their form. In this case there was no “indebtedness” and, 
therefore, there could, of necessity, have been no “interest paid or 
accrued within the taxable year on indebtedness” within the 
meaning of the statute. 

One of the most important elements to be considered in resolv¬ 
ing the question involved is the intent of the parties. Here, the 
intent and purpose of the transactions was to permit petitioner to 
pay interest on the “debentures” to its sole stockholder, and deduct 
the amount thereof from its gross income, in lieu of paying divi¬ 
dends on its stock. The transactions were, therefore, for no 
business or corporate purpose—they were mere unrealistic tax¬ 
saving devices which put on the form of a corporate reorganiza¬ 
tion as a disguise to conceal the real purpose. The result accomp¬ 
lished was not within the intent or meaning of the statute. 

ARGUMENT 

The distributions in question did not constitute “interest paid 
or accrued within the taxable year on indebtedness” within 
the meaning of the law. 

Under Sec. 5(a), Title II, of the District of Columbia 
Revenue Act of 1939 (Pet. Br., p. 4), there is allowed in 
computing net income a deduction for 4 ‘All interest paid or 
accrued within the taxable year on indebtedness”. 

The question for determination in this case is whether 
the distributions here in controversy made by petitioner 
fall within that statutory provision, and that question has 
“often been the subject of tax litigation , \ 1 

Before proceeding into a discussion of the specific ques¬ 
tion presented, it is appropriate to review certain well- 
known fundamental theories of tax law. 


1 Verifine Dairy Products Corp. v. Commissioner, 3 T. C. 269, 275. 


4 


“The incidence of taxation depends upon the substance of 
a transaction’’ and not the form thereof." “To permit the 
true nature of a transaction to be disguised by mere formal¬ 
isms, which exist solely to alter tax liabilities, would seri¬ 
ously impair the effective administration of the tax policies 
of Congress.” 3 In this scheme of things, therefore, the 
Supreme Court has declared that the Federal Government 

“ * * * may not be required to acquiesce in the tax¬ 
payer’s election of that form for doing business 
which is most advantageous to him. The Govern¬ 
ment may look at actualities and upon determina¬ 
tion that the form employed for doing business or 
carrying out the challenged tax event is unreal or a 
sham may sustain or disregard the effect of the fic¬ 
tion as best serves the purposes of the tax statute. 

To hold otherwise would permit the schemes of tax¬ 
payers to supersede legislation in the determina¬ 
tion of the time and manner of taxation. It is com¬ 
mand of income and its benefits which marks the 
real owner of property.” 4 

j 

In determining whether the disbributions in question 
were non-deductible “dividends” or deductible “interest 
paid * * * on indebtedness”, the question may be determined 
by ascertaining whether the relationship created is in reality 
that of creditor or stockholder of the taxpayer. 5 In this 
connection, it is important to remember, as did the Court of 
Appeals for the Seventh Circuit, “that the essential differ¬ 
ence between a creditor and a stockholder is that the latter 
intends to make an investment and take the risks of the 
venture, while the former seeks a definite obligation, pay¬ 
able in any event. But this variant in the relationship— 

2 Commvfsioner v. Court Holding Co., 324 U. S. 331, 334, 89 L. Ed. 981, 65 
S. Ct. 707. 

3 Ibid. 

* Higgins v. Smith, 308 U. S. 473, 477. 84 L. Ed. 406, 60 S. Ct. 355. 

5 Commissioner v. Meridian <t* Thirteenth Realty Co. (CCA-7, 1942), 132 
F. 2d 182. 185. 
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while sharp in the case of a common stockholder and a bond¬ 
holder—is less wide and distinct in the case of the preferred 
stockholder and the bondholder. The preferred stock¬ 
holder has fortified his security with more safeguards than 
the common stockholder enjoys—and has deprived himself 
of some of the nebulous and speculative rights of the resi¬ 
duary claimant which the common stockholder enjoys. But, 
though the preferred stockholder’s status is more secure, 
he has not quite achieved the protection which a creditor or 
bondholder enjoys, for he is subject to that very creditor’s 
prior right to complete satisfaction of his obligation, in the 
distribution of the company’s assets.” c 

On page 5 of its brief, petitioner has set forth certain 
criteria to be used in the determination of whether distribu¬ 
tions of the kind here involved are “interest” or “divi¬ 
dends”. To those, respondent would add “whether unpaid 
dividends [or, if so designated, ‘interest’] bear interest” 7 
and, especially, the intent of the parties, which latter factor 
has been described by the Court of Appeals for the Seventh 
Circuit as “of extreme importance”. 8 

The question is one of fact. 9 

Applying the pertinent criteria to the facts in the case at 
bar, we find, first, that each of the instruments in question 
was designated as a “FIVE PER CENTUM THIRTY 
YEAR DEBENTURE” (App. 33). But that designation 
does not, per se, create the relationship of debtor and 
creditor, 10 any more than does the use of preferred stock 
certificates destroy the legal relationship of debtor and 
creditor. 11 This realistic view has led the courts to hold, for 
example, that a taxpayer may deduct interest paid on a 

® Commissioner v. Meridian <fc Thirteenth Realty Co. (CCA-7, 1942), 132 
F. 2d 182. 

7 Verifine Dairy Products Corp. v. Commissioner, 3 T. C. 269, 275, with 
bracketed matter supplied. 

8 Ibid, footnote 6. 

9 Pottstorm Finance Co. v. United States, 73 F. Supp. 1011. 

10 Commissioner v. Schmoll Fils Associated, Inc. (CCA-2, 1940), 110 F. 2d 
611, 613. 

11 Arthur R. Jones Syndicate v. Commissioner (CCA-7, 1927). 23 F. 2d 833. 
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loan even though such loan was effected in the guise of a sale 
of preferred stock to circumvent usury laws. 1 " 

Petitioner lays great stress upon not only the nomen¬ 
clature of the instruments but also upon certain of the terms 
thereof (Pet. Br., p. 6). If the legal attributes of the in¬ 
struments were conclusive of the character of the distribu¬ 
tions in question, petitioner’s position would be tenable. 
But, as was hereinbefore mentioned, the courts, while recog¬ 
nizing the right of a taxpayer to cast his transactions in any 
form he sees fit, follow the sound view that the form 
elected by the taxpayer is not determinative of tax liability. 
Higgins v. Smith, footnote 4, supra. 

Proceeding to the actualities of the transactions, it can¬ 
not be disputed that there was in this case no loan made to 
petitioner by its sole stockholder of either property or 
money. 13 The issuance of the “debentures” brought no new 
capital into the venture. See Talbot Mills v. Commissioner 
(OCA-1, 1944), 146 F. 2d 809, aff’d 326 U. S. 521, 90 L. Ed. 
278, 66 S. Ct. 299. None of the “debentures” was redeemed 
by petitioner during the taxable year, although at about the 
time of the issuance of the “debentures” the opening bal¬ 
ance sheet of petitioner was the same as the closing balance 
sheet of the old corporation, with the exceptions that the 
$150,000 representing the aggregate face value of the 150 
“debentures” issued was carried as a liability and that 
there had been added to the assets $77,690.54 as “Excess 
Market Value of Assets ’ ’. As observed by the Board , 1 * The 
consequence of this addition of $77,690.54 was to reduce to 
zero what would otherwise have been a capital deficiency, 
resulting from the addition of the $150,000 debenture liabi¬ 
lity” (App. 9). 

In enumerating the applicable criteria to be employed in 
resolving the question involved, petitioner has described one 

12 Arthur R. Jones Syndicate v. Commissioner (CCA-7, 1927), 23 F. 2d 833. 

13 See U3S Broadway Corp. v. Commissioner, 4 T. C. 1158,1166, aff’d (CCA-2, 
1947), 160 F. 2d 8S5. 


of the factors as being “whether the instrument carries with 
it any right to participate in management” (Pet. Br., p. 5). 
Respondent suggests that that criterion should be phrased, 
as it was by the Tax Court, as “participation in manage¬ 
ment”. 14 In the instant case, the holder of the “deben¬ 
tures’’ (Smith) w r as the sole stockholder of the old corpora¬ 
tion and became sole stockholder of the petitioner. As such 
sole stockholder, he had complete control of the management 
of both corporations. True it is that that control did not 
result from his ownership of the “debentures”, but the fact 
remains that it was because of his control as sole stock¬ 
holder of both corporations that he acquired the instruments 
in question. By the formation of the new corporation, the 
transfer of assets and liabilities between the two corpora¬ 
tions, the issuance of the “debentures” by the new corpora¬ 
tion, and finally the distribution of the “debentures” upon 
dissolution of the old corporation, the sole stockholder at¬ 
tempted, but for tax purposes unsucessfully, to distribute 
to himself as “interest” deductible by petitioner that which, 
if it had been distributed by the old corporation, w-ould have 
been “dividends” and hence not deductible by the old cor¬ 
poration. 

If and w r hen the so-called “debentures” are redeemed bv 
petitioner, the sole stockholder could just as logically claim 
that the entire amount received by him, exclusive of “in¬ 
terest”, was a return of capital and hence not taxable in¬ 
come, upon the same theory as petitioner now claims the 
distributions in question were “interest on indebtedness”. 
However, as was hereinbefore stated, no loan of money or 
of property was ever made by stockholder Smith to peti¬ 
tioner. The phrase “interest on indebtedness” means, in 
the business world, “compensation for the use or forbear¬ 
ance of money”. 15 The distributions in question fail to 
come within that definition. “It is certain that no interest 


n Verifine Dairy Products Corp. v. Commissioner, 3 T. C. 269, 275. 
« Deputy v. du Pont, 30S U. S. 48S. S4 L. Ed. 416, 60 S. Ct„ 363. 
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can be paid for the use of money if there is no use of the 
money * * 16 

The cases of John Kelley Co. v. Commissioner, infra, and 
Talbot Mills v. Commissioner, supra, were discussed by the 
Board in its opinion and have been cited by petitioner in its 
brief. Respondent deems it appropriate to review those 
cases. 

Talbot Mills was a family corporation engaged in the 
manufacturing business and operating at a deficit. It was 
decided that each stockholder would surrender four-fifths 
of his shares for “registered notes” equal in face amount 
to the shares surrendered. The interest was to be from 
2% to 10%, dependent upon earnings, but the directors could 
defer any payments, although interest was cumulative. The 
notes could be subordinated to any obligations maturing not 
later than the notes themselves. The Commissioner dis¬ 
allowed as non-deductible dividends payments against the 
instruments. The Tax Court affirmed the action of the Com¬ 
missioner, saying, inter alia : 

“In the light of these facts, it appears that what 
the parties really intended to create was a security 
retaining the profit-sharing advantage of stock, 
leaving intact their voice in the management, but 
extending a tax advantage to the corporation not 
possible in stock. This would seem to create no 
proper indebtedness. This being so, the 2 percent 
minimum provision of the note will stand upon no 
better footing than the whole. 

“In view of the foregoing, it is our conclusion 
that the ‘registered notes’ were more in the nature 
of a capital investment than a loan to the corpora¬ 
tion, and payments made as ‘interest’ are not 
deductible under section 23(b) of the Internal Rev¬ 
enue Code.” 17 


16 Commissioner v. Drovers Journal Publishing Co. (CCA-7, 1943), 135 F. 2d 
276, 279. 

3 T. C. 95, 100. 
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On appeal, the Court of Appeals for the First Circuit 
affirmed the decision of the tax Court. 18 

The John Kelley Company, the stockholders of which 
were members of one family, operated a retail furniture 
store. As part of a plan of recapitalization, existing pre¬ 
ferred shares were replaced by 8%, 20-year “income deben¬ 
ture bonds”, which were redeemable at the corporation’s 
option. Defaulted payments on the debentures were not 
cumulative, and on liquidation the debentures would out¬ 
rank only common stock. The Commissioner disallowed 
the deductions of the payments made on the instruments. 
The Tax Court concluded that “petitioner should pre¬ 
vail”. 19 On appeal, the Court of Appeals for the Seventh 
Circuit stated the following pertinent facts: 

• 

“ * * • The taxpayer is an Indiana corporation 
operating a retail furniture store. Its books were 
kept on an accrual basis. On January 1,1937, tax¬ 
payer had authorized 1,500 shares of no par com¬ 
mon stock and 3,000 shares of 6% cumulative pre¬ 
ferred stock of $100 par value, of -which 1,110 of 
the common and 1,124 of the preferred were out¬ 
standing. The business was a closely held family 
corporation. All the outstanding common stock 
was owned by Roy Kelley, his wife, and his sister, 
Mabel Kelley Ronald. The latter was president 
of the company, and Roy Kelley was secretary. 

The preferred stock was all owned either indivi¬ 
dually or as trustee by Roy Kelley and his sister. 

“On January 11, 1937, the corporation adopted 
resolutions authorizing a so-called plan of reor¬ 
ganization. Under tins plan, the common stock 
was changed to $100 par value and increased to 
6,000 shares. Twenty year ‘income debenture 
bonds’ aggregating $250,000 and bearing interest 
at 8% per annum were authorized. At the same 
time, and as part of the same scheme, a trust agree- 


18146 F. 2d $09. 
i» 1 T. C. 457. 462. 
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ment was executed, setting forth the terms upon 
which the debentures were issued and outlining the 
powers and duties of the trustee. The trust agree¬ 
ment was signed on behalf of the company by its 
president, Mabel K. Ronald, and by her brother, 

Roy Kelley, as secretary. Then they moved to the 
other side of the table and signed the agreement as 
trustees. It was all a little arrangement between 
them. * * • ” 

The Court observed that: “The same people represented 
both sides of the transaction”, which fact, in the opinion of 
the Court, was “enough to inspire hesitation in calling it a 
bona fide trust agreement.” The Court reversed the deci¬ 
sion of the Tax Court. 20 

Both the Talbot Mills and the Kelley case reached the 
Supreme Court of the United States on writs of certiorari. 
The Supreme Court affirmed the decision in the Talbot Mills 
case and reversed the decision in the Kelley case, thereby 
approving the action of the Tax Court in each case but re¬ 
versing the decision of the Court of Appeals in the Kelley 
case. In approving the actions of the Tax Court, the Su¬ 
preme Court said, inter alia, that: 

“*** The Tax Court is fitted to decide whether 
the annual payments under these corporate obliga¬ 
tions are to be classified as interest or dividends. 

The Tax Court decisions merely declare that the 
undisputed facts do or do not bring the payments 
under the definition of interest or dividends. The 
documents under consideration embody elements of 
obligations and elements of stock. There is no one 
characteristic, not even exclusion from manage¬ 
ment, which can be said to be decisive in the deter¬ 
mination of whether the obligations are risk in¬ 
vestments in the corporations or debts. So-called 
stock certificates may be authorized by corpora¬ 
tions which are really debts, and promises to pay 
may be executed which have incidents of stock. 


20 146 F. 2d 466. 467. 
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Such situations seem to us to fall within the Dob¬ 
son rule.” 

Justices Black and Rutledge were of opinion that the 
decision of the Court of Appeals in each case should be af¬ 
firmed. 21 

One of the most important considerations in the deter¬ 
mination of the question involved is whether the issuance 
of the instruments serves a sound business as well as a tax¬ 
saving purpose. Thus, in Commissioner v. H. P. Ilood d; 
tions, Inc., 22 in affirming a decision of the Tax Court under 
the authority of Dobson v. Helvering, 320 U. S. 489, 88 L. 
Ed. 248, 64 S. Ct. 239, the Court pointed out that the Tax 
Court had found that “although tax saving may have 
been one of the considerations it was not the sole considera¬ 
tion for the issue of these debentures to replace the pre¬ 
ferred stock.’’ Petitioner in the instant case relies on the 
Hood case. It is significant that the mortgage on the real 
property was not liquidated by the issuance of the “deben¬ 
tures”. If capital had been raised by the issuance of the 
“debentures” and such capital used to pay off the mort¬ 
gage, the issuance of the “debentures” would have been for 
a legitimate business purpose, but, as a matter of fact, no 
loan of either money or property was effected and no new 
capital was brought into the venture. 

In Finance & Investment Corp . v. Burnet, 61 App. D. C. 
78, 57 F. 2d 444, a somewhat similar question to that in the 
instant case was before this Court. In reaching the con¬ 
clusion that the payments made by the corporation were 
dividends and not interest, this Court stated, as one of the 
reasons for its conclusion, “in case of liquidation of the 
corporation they (the holders of the instruments) were not 
to be paid from its assets on an equality with its creditors, 
but were only to be preferred over the common stock¬ 
holders” (parenthetical matter supplied). 

21 326 U. S. 521. 90 L. Ed. 278. 66 S. Ct. 299. 

22 (CCA-1, 1944), 141 F. 2d 467, 471. 
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In Commissioner v. 0. P. P. Holding Corp .,** the Court of 
Appeals for the Second Circuit stated, with respect to the 
effect of the status of the holder in liquidation, that “We 
do not think it fatal to the debenture holder’s status as a 
creditor that his claim is subordinated to those of general 
creditors.” Kegardless of whether the fact that the securi¬ 
ties are subordinated to the claims of general creditors is 
fatal to the debenture holder’s status as a creditor, the 
fact is that it is certainly indicative of the absence of the 
relationship of debtor and creditor. As Mertens has ob¬ 
served : 


“ • • * One of the most important considera¬ 
tions is whether the right to share in the assets of 
the corporation in case of dissolution is subject to 
the rights of creditors. If subject to such right, 
there is a strong presumption that the interest in 
question is that of a stockholder. However, it is 
not fatal to a debenture bondholder’s position as 
creditor that his claim is subordinated to those of 
general creditors. * * * ” (italics supplied) - 4 

In his concurring opinion in Warner Bros. Pictures , Inc. 
v. District of Columbia , 83 U. S. App. D. C. 158, 168 F. 2d 
157, 160, Chief Judge Stephens of this Court observed that 
there was “no contention, or basis therefor (since the Dis¬ 
tributing Corporation was formed before the tax statute was 
enacted), that the Distributing Corporation was formed for 
the purpose of tax avoidance.” In the case at bar, that was 
admittedly the only purpose for the formation of petitioner 
(App. 9, Finding 13). 

The question presented in this case has, as was herein¬ 
before stated, “often been the subject of tax litigation”. 23 
“Each case has turned on its special facts, and to cite them 
all would not be useful, if it were possible.” Commissioner 

23 (CCA-2,1935), 76 F. 2d 11. 

24 4 Mertens, Law of Federal Income Taxation (1942), Sec. 26.10. p. 556. 

23 Verifine Dairy Products Corp. v. Commissioner, 3 T. C. 269. 
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v. 0. P. P. Holding Corp., supra . However, we respect¬ 
fully refer tlie Court to 4 Alertens, Law of Federal Income 
Taxation (1942), Ch. 26, pp. 534 et seq.; that part of the 
magazine “TAXES” published by Commerce Clearing 
House, Inc., appearing in the November, 1949, issue at page 
1001 and the January, 1950, issue at page 79, under the title 
“Tax Classics”; and 154 A. L. R. 934 et seq. 

Counsel for respondent are fully cognizant of the fact 
that “The legal right of a taxpayer to decrease the amount 
of what otherwise would be his taxes, or altogether avoid 
them, by means which the law permits, cannot be doubted. ’ ’ 
Gregory v. Helvering , 293 U. S. 465, 469, 79 L. Ed. 596, 55 
S. Ct. 266. However, we suggest that the question here is, 
as it w r as in the Gregory case, “whether what was done, 
apart from the tax motive, was the thing which the statute 
intended.” The following quotation from the opinion of 
the Supreme Court in the Gregory case seems particularly 
pertinent: 

“ * # * Putting aside, then, the question of mo¬ 
tive in respect of taxation altogether, and fixing the 
character of the proceeding Dy wliat actually oc¬ 
curred, what do we find? Simply an operation 
having no business or corporate purpose—a mere 
device which put on the iorm of a corporate re¬ 
organization as a disguise for concealing its real 
character, and the sole object and accomplishment 
of which was the consummation of a preconceived 
plan, not to reorganize a business or any part of a 
business, but to transfer a parcel of corporate 
shares to the petitioner. No doubt, a new and valid 
corporation was created. But that corporation was 
nothing more than a contrivance to the end last 
described. It was brought into existence for no 
other purpose; it performed, as it was intended 
from the beginning it should perform, no other 
function. • * * ” 

In the instant case, “The only purpose of the inter¬ 
company transactions above described was to permit peti- 



tioner to pay interest on the debentures to its stockholder, 
and deduct the amount thereof from its gross income, in lieu 
of paying dividends on its stock’’ (App. 9, Finding 13). 2,1 
As was the case in Gregory v. Helvering, the transactions 
were for “no business or corporate purpose”—they were 
mere devices which put on the form of a corporate reor¬ 
ganization as a disguise for the real purpose. What was 
accomplished was not within the intent of the statute. * ‘ To 
hold the contrary would be exalting form above substance.” 
Talbot Mills v. Commissioner, supra. 

CONCLUSION 

It is submitted that the decision of the Board in this case 
is correct and should be affirmed. 

Respectfully submitted, 

Vernon E. West, 

Corporation Counsel, D. C., 

Chester H. Gray, 

Principal Assistant Corporation Counsel, D. C.. 
Harry L. Walker, 

Assistant Corporation Counsel, D . C., 
Attorneys for Respondent, 

District Building, 

Washington 4, D. C. 


26 While it is contended by petitioner that the Board of Tax Appeals “erred’’ 
in finding the quoted language as a “fact” (Pet. Br., p. 4), there is no con¬ 
tention or showing that such finding is clearly erroneous. Therefore, such 
finding of fact must be accepted as correct. Connecticut Ave. Cafe, Inc. v. 
District of Columbia, 83 U. S. App. D. C. 272, 160 F. 2d 304. 



